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RAILROAD VALUATION AS A WORKING TOOL 


I. THE CONDITIONS OF THE PROBLEM 
INTRODUCTION 


In our governmental system the people or their legislative 
representatives are supposed to be the ultimate power in broad 
and fundamental matters of policy, while the expert is supposed 
to furnish information on matters of fact, to devise and propose 
ways and means, and in general to work out secondary questions 
of detail. Valuation, in this scheme of things, seems to fall within 
the sphere of the expert, and the determination of general policy 
appears to deal merely with deciding to have a valuation made, 
and what use to make of it after it comes from the desks of the 
experts who have framed it. And yet valuation is not a mere 
reporting of objective facts; “fair value for purposes of regulation”’ 
is a matter of judgment in devising an instrument suited to the 
carrying out of a policy of control. Fairness in this case means 
fairness in view of the policy of control that is to be followed, and 
fair value cannot be determined without knowing just how it is 
to be used in several important particulars, any more than a fair 
wage could be determined without knowing whether it is to be a 
maximum, an average, or a minimum, what insurance or pension 
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benefits it carries with it, and what the comparative cost of living 
is in the different localities where it is to be put into effect. 

It is a commonplace that the proper standard of valuation 
depends on the purpose for which it is made, but this idea does not 
seem to be applied further than the general fact that value for 
taxation is one thing and value for regulation is another, while 
it seems commonly to be taken for granted that the capitalization 
of public utilities should not exceed the value for regulation, so 
far as the fait accompli of overcapitalization permits this standard 
to be enforced. “Value for regulation’? seems to be thought of 
as-one thing. What does not seem to be sufficiently realized is 
that there are different kinds of regulation which might require 
different\kinds of valuations in order to work justice. 

The practical consequence is that it is out of order to make a 
valuation first and decide afterward upon a policy of regulation 
which is to “apply” it. In requiring the Interstate Commerce 
Commission to do this, Congress demanded the impossible. Thus 
it may be set down as one of the incidental benefits of the world- 
war that we have been somewhat tardily forced into a correct 
order of procedure; for Congress has passed a comprehensive 
bill to control the railroads, while the national valuation of their 
properties is still incomplete. Thus the Interstate Commerce 
Commission can finish its work of valuation, knowing how the 
results are to be used in controlling the roads. If it had been 
possible in 1913 to inform the commission just how its valuation 
was to be used, the task of the commission would have been vastly 
clarified, and it might have been possible to avoid some waste 
motion and expense in the making of the valuations themselves. 

For example, it will probably be found that cost of reproduction 
is, in the case of railroads, irrelevant to the needs of a proper policy 
of control; but the decision whether it is or is not may depend 
on certain other features of the plan of control adopted. Con- 
siderations of justice and expediency both may set somewhat 
narrow limits of possible choice in valuing existing capital invested 
under past conditions, but there is hardly any limit save expediency 
to what may be done for the future, if only the terms on which 
capital is invested are definitely enough known in advance. 
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It will not be easy to get the public to realize the extent of 
their power in this respect. The average man knows that regula- 
tion of the rates of railroads and public utilities hinges on a valua- 
tion of the properties, and he knows that valuation is a complex 
undertaking on which engineers, expert accountants, and economists 
disagree. If he has read a little on the subject he knows that it 
involves difficult and abstruse questions of original cost, cost of 
reproduction under various hypothetical conditions, depreciation 
under various methods of calculation, unearned increments on 
land values, deficits incurred in developmental periods, allowances 
for abandoned property, surplus accumulated out of past earnings, 
“going value,’ and many other matters. It is small wonder that 
he feels that such things are best left to the experts, and that the 
determinatio: of policy, in which he is undoubtedly interested, 
begins where the work of the experts leaves off. ‘This attitude has 
already cost the country heavily in money and uncertainty. The 
war presented the country with a wonderful opportunity to strike 
out a new policy, cutting loose if necessary from past precedents 
and even from past decisions of the courts, establishing an unham- 
pered understanding with the railroad companies as to the future 
terms of regulation. 


RICH AND POOR ROADS 


The conditions of the railroad business are by this time suffi- 
ciently well known and emphasized by experience in those matters 
that affect the fundamentals of regulation. The chief considera- 
tions can be stated in brief compass and easily comprehended. 
In the first place, railroads may be described as semi-competitive 
industries. They have power to fix their own rates by joint 
action, and against this power the public needs protection, but 
single companies cannot fix charges independently of the charges 
of other companies. Where there is direct competition, rates 
must be the same, save for occasional limited differentials in which 
the line that offers the least attractive service is allowed to make 
up for it by lower rates. This operates generally to give the lower 
rates to the line that is poorer financially—‘‘to him that hath 
shall be given,”’ here as elsewhere. Even where there is no direct 
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competition, roads must make rates that will keep their producers 
in business in competition with producers on other roads. Those 
roads that cannot earn as much as the other roads do are the 
“weak roads.”’ They should, of course, not be confused with roads 
whose earnings are adequate but whose capitalization is so swollen 
that they make a poor financial showing. These latter present a 
problem of capitalization, not of rate-making. In practice, until 
reliable figures of investment can be had, it is not easy to tell which 
is which. The really weak roads are commonly those whose terri- 
tory does not furnish the heaviest trainloads, and they cannot get 
out of the difficulty simply by raising rates, because that would 
cramp the industrial growth of their section and ultimately make 
matters worse or at least prevent them from getting better. This 
is one strong objection to those proposals that look toward delib- 
erately making rates in such a way as to bring the strong and weak 
roads as nearly as possible to the same level of prosperity. In 
general, the local patrons of weak roads are already paying more 
than others for what they get, and such a plan would make their 
condition worse. 

Thus we have a problem quite like the problem of the “marginal 
producer” in competitive industry, who has figured so largely 
in price-fixing policies during the war. Under the principle that 
prices must be high enough to insure an adequate supply, the 
government in fixing railroad rates must keep the poorer roads in 
operation unless it decides that they are not needed. But here 
appears a second peculiarity of the railroad business that marks 
it off as different from the competitive industries in which our 
war-time experiments in price-fixing were tried. In competitive 
manufacturing or trading the disadvantage of the least efficient 
may be their misfortune or their fault, but in any case it gives 
them no claim to have prices made to suit their needs and the 
consumers taxed to pay large profits to the more fortunate producers 
on the pretext of keeping the marginal producer alive. Such a 
policy may be followed in an emergency such as the war, when it 
may be better to use comparatively inefficient plants rather than 
to take the time and undergo the expense of enlarging the more 
efficient establishments. But as a long-run policy such producers 
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are hardly necessary and might properly be assisted to improve 
their performance or, failing that, to retire from business. Under 
active competition exactly this alternative would face them. It 
is said that wage awards have sometimes hastened this process, 
perhaps under the influence of the plea that if small producers 
cannot afford to pay a living wage, their poverty should be no 
protection in case the business can readily be done by larger and 
more efficient establishments which can afford fair wages. 

But however this may be in manufacturing or competitive trade, 
the case of the inefficient railroad is not so simple. Its disadvantage 
may be nobody’s fault and no accident, but a plain case of economic 
“manifest destiny,” virtually permanent and unavoidable. And 
the efficient plant cannot handle the inefficient plant’s business 
for it. The Pennsylvania Railroad might consolidate with the 
Pere Marquette, but it can never move Pere Marquette local 
ireight on Pennsylvania main-line tracks. And, finally, the service 
of a region’s only railroad is so important that it might pay the 
region or the nation to keep it running even at a loss. The value 
oi the railroad’s services is more than the company ever collects 
in freight rates or passenger fares, and the penalty of sectional 
isolation may be a worse thing than the burden of underwriting 
a railroad deficit. The weak line, then, is not necessarily to blame 
for its weakness nor to be considered as a socially unprofitable 
enterprise. 

On the other hand, it is questionable whether geographical 
manifest destiny by itself plays a major part in putting roads in 
a strong or a weak position. Managing efficiency, conservative 
capitalization, and wise location count for more. Even lines that 
come late and have to take second or third choice of location may 
have less trouble in establishing a useful and potentially profitable 
plant than they have in getting reasonable treatment from those 
already in the field in the way of traffic connections, such as are 
necessary to enable them to get earnings proportionate to their 
service-rendering capacity. That is, the difficulties are largely 
due to human and removable causes in the capitalization and 
management of the weak roads or in the policy of their stronger 
rivals, 
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In dealing with roads of different strength, regulation may be 
based on the average condition of all the roads, or on what may 
be called the marginal carriers. A marginal carrier might be 
variously defined, but the idea should not be used as a cloak for 
culpable inefficiency. Perhaps the most significant definition would 
be: the road with the poorest inherent geographical and traffic 
conditions among the roads of some size and significance. If 
rates are made so that such a road can earn a fair return if soundly 
financed and managed with reasonable efficiency, one might say 
that regulation was based on the marginal road. Such a road 
should be a genuinely independent traffic entity and not a mere 
feeder which has not been merged with the main stem. Such 
feeders are commonly sources of profit to the main line, though 
not profitable by themselves. Such a road is not competitive, 
in any case, and may charge rates high enough to give it a fair 
return, except on its local traffic. Even if it is considered wise to 
make lower rates to develop the traffic, this is a matter quite inde- 
pendent of the level of rates on the main competitive systems in 
that region, except so far as such systems dilute their earnings 
somewhat by absorbing the deficits of their feeder-lines. 

We may assume that there are two rates of return which can 
be distinguished. One is the return necessary to afford average 
attraction to capital in the average case in a business of fair stability. 
The other is the least return on which a going concern can in the 
long run continue to raise the added capital necessary to render 
adequate and efficient service. The first or average return includes 
either more than the bare interest on the investment or else interest 
on more than the bare investment—it involves an element of going 
value in one form or the other. The second or minimum return 
may not even involve full interest on all past investments, so long 
as present investors get adequate guaranties of return. In practice, 
as we shall see later, this minimum return depends much upon the 
state of the capitalization and the rules governing the issuing of 
securities. Overcapitalization or overbonding may create a con- 
dition in which further financing is impossible unless earnings are 
made unreasonably high. However, there is always the resort 
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to receivership and reorganization of the outstanding securities, 


_ even under laws so rigid as to prevent any less heroic remedy. 


In the long run, the minimum return is probably not less than 
the average market rate on sound bonds and stocks, calculated on 
the amount of the investors’ actual sacrifice, always assuming 
reasonably efficient operation. If a prospective investor sees the 
returns cut below a market yield on the bona fide sacrifice made 
by previous investors, he is likely to place his funds elsewhere. 
The return can be less than this for a time, and perhaps even per- 
manently, provided the shortage does not fall on new investors 
but is borne by those whose capital is already committed. This, 
in turn, depends largely on the rules governing the terms on which 
securities can be issued. The minimum return is, to that extent, 
not a rigidly fixed thing. Its importance lies in the fact that, 
whatever happens to the more prosperous roads, the marginal road 
must earn at least this much if voluntary investment is to continue 
to supply the funds needed for the public service. 

These two standards of return both depend in practice on 
quantities that must be estimated somewhat roughly, and some 
that can hardly be guessed at. In principle, it might seem more 
rational to grant the marginal roads a minimum return and let 
the others earn whatever excess their position makes possible. 
However, both the marginal road and the minimum return are hard 
to define concretely, and the administrative difficulties of such a 
plan may well be prohibitive. On the other hand, the government 
might regulate on a basis of the average road on the theory that 
every road takes its chances of success, and that all the govern- 
ment guarantees is fair prospects in the typical case. The large 
rate cases have regularly been handled on a basis of the average 
condition of the roads of a given section, though not without refer- 
ence to the individual condition of the more important single 
companies. One thing which makes strongly in favor of this solu- 
tion is the uncertainty of securing judicial sanction for a valuation 
that counts land at anything less than the present value of similar 
land adjoining. This gives the companies a large increase above 
original investment and has the incidental result that the poorer 
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companies can be earning considerably less than a market return 
on such a valuation and still cover the minimum return on the 
actual investors’ sacrifice. Moreover, this standard corresponds 
to the general tacit expectation that ownership of land will carry 
with it the right to the “unearned increment.” It may be wise 
to put an end to that expectation for the future by definite provi- 
sion of law, but for the past it is entitled to equitable consideration. 
In view of the fact that the records of original cost of railroad lands 
are often not to be had, there is a strong case in expediency for 
allowing this element of value to the companies. 

There are, then, two main standards of regulation—a minimum 
return to the marginal road, or an average return to the average 
road. ‘The first calls for a bare estimate of investors’ sacrifice, 
while the second requires a going value to be granted, either in 
the valuation or in the rate of return that is allowed on it. The 
marginal standard is of more fundamental importance, but the 
average standard is easier to administer. In the Railroad Act of 
1920, the average standard has been adopted, but what will prob- 
ably happen is that the liberality of the valuation or of the rate of 
return, or both, will be worked out gradually by a process of trial 
and error, in which the effect on the marginal road will be the 
decisive element.' In fact, its importance is so great that it will 
make itself effectively felt as a limit on regulation, no matter what 
methods and theoretical standards may be formally adopted. 

From this fact of the strong and weak roads arise two further 
questions, both of importance at the present time. The difference 
may be reduced by consolidations of the strong and weak lines; or 
it may be reduced, so far as the private owners are concerned, by 
taking the whole or a part of the excess profits of the stronger 
roads. If consolidation is tried as a remedy for the plight of the 
weak lines, the attempt may be made to establish regional monopo- 
lies or to maintain competing systems of fairly equal strength. If 

t The leading cases before the Interstate Commerce Commission have been treated 
on the basis of the average condition of all the roads in a given section, but the study 
has been sufficiently detailed to give separate attention to all the more important 
roads, and to rule out those whose difficulties were due to financial manipulation and 
administrative inefficiency. See, for example, the treatment of the Minneapolis and 
St. Louis and the Iowa Central in the 1911 rate case (20 T.C.C. 307, 377). 
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competition is maintained, there will still be some remaining differ- 
ences in strength between the systems, while the question of finan- 
cing the poorest constituent lines will not solve itself automatically 
by brigading them with richer companies. On the other hand, if 
regional monopolies are established, the incentive to efficiency 
will be seriously in danger. Competition is important, not so 
much for its effect on rates, but for its effect on economy and 
efficiency, both in the making of capital expenditures and in the 
operation of the property. 

Under monopoly, a company would get a return on whatever 
investment it made, unless the investment were so obviously waste- 
ful or the operation so clearly inefficient that a commission could 
prove something amounting to culpable negligence. Under com- 
petition, any gradation of efficiency, from the best to the worst, 
would take effect automatically on earnings. Rates being made 
to give a fair return on the total value of all the roads in the region, 
extravagant capital expenditures by one road, to the extent of one 
million dollars, might result in raising the rates enough to increase 
the revenues of the entire region, say, sixty thousand dollars. This 
sixty thousand dollars is divided among the various roads, while 
the stockholders of the road that wasted the money are thereby 
out of pocket the difference between the interest on the money 
wasted (presumably not far from sixty thousand dollars) and their 
share of the increase in earnings. In this same way, wastes in 
operation carry their penalty and unusual efficiency carries its 
reward. The difference is very great between this semi-automatic 
method of discouraging inefficiency and rewarding efficiency, and 
such formal tests, incentives, and penalties as would be available 
under complete monopoly. If monopoly were established, it would 
be well-nigh indispensable to keep the property divided into com- 
petitive units whose earnings should be separately traced and a 
share of the profits of the more prosperous units given to those 
most directly responsible. Yet so long as any competitive system 
is in force, some roads will be richer and some poorer, even though 
the differences may be much reduced. Thus the problem of the 
marginal and the average road would remain, though in a less 
intense form. 
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DIFFERENT KINDS OF VALUE INVOLVED IN REGULATION 


Aiter reviewing these main facts conditioning railroad control, 
we are now in a position to give some tentative answer to the ques- 
tion what value is and what fair value is, as these terms must be 
used in connection with the control of railroad rates. We can’ 
answer it, not as an abstract question, but in terms of the situations 
arising and the policies adopted to meet them. The method of 
abstract logic gets us nowhere. ‘“‘ Value means power in exchange. 
It is equal to earning power capitalized.”’ “Fair value is the value 
resulting from reasonable rates. Reasonable rates are rates which 
yield the market rate of return on the fair value.” Evidently 
either “fair value’”’ or “reasonable rates”? remains to be inde- 
pendently defined. Perhaps a more fruitful way of going at the 
question is to see what the quantities are that are actually involved 
in our rate policy, rather than to start with an abstract term and 
decide what it means. 

The Esch-Cummins Act formulates for the first time a definite 
procedure for determining rates. The Commission is instructed 
to fix rates “‘so that carriers as a whole (or as a whole in each of 
such rate groups or territories as the Commission may from time 
to time designate) will, under honest, efficient, and economical 
management .... earn... . a fair return upon the aggregate 
value of the railway property of such carriers.” A fair return is 
defined for the next two years as 5} per cent, with an added } per 
cent, in the discretion of the Commission, “to make provision for 
improvements.” If any carrier “receives for any year a net rail- 
way operating income in excess of 6 per centum of the value of 
the railway property held for and used by it in the service of trans- 
portation,” one-half of such excess is to go to the Commission as a 
fund to be used to lend money or lease equipment to the railways. 

How many kinds of value are involved in this relatively simple 
policy ? No less than four that are worth distinguishing. There is 
the “value” of the railroad property of the single carrier, and there 
is the aggregate of such “values” for the region. Beside this, there is 
the commercial value of each carrier as a going concern after rates are 
fixed. This will be more than the previously established ““value”’ 
of the railroad property in the case of strong roads, and less in the 
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case of weak ones. But in the case of the roads earning more 
than 6 per cent, the government asserts an equity in the going 
concern to the extent of one-half of the excess. Thus the private 
owners’ equity is reduced to something less than the full capitalized 
worth of the net earnings. We have, then, the going-concern 
value under regulated rates, and the (smaller) owners’ equity in 
this going-concern value. This last is the only value which could 
be realized at a sale of the property and is the value of the property 
in the usual commercial sense. We have, then, for every carrier 
its commercial worth to the private owners, the earnings-value 
or capitalized worth of the full net earnings, and that other sum 
which the law calls the “value of the railroad property” from 
which the whole process starts. 

This last we may call the valuation. This is not the fair value 
of the property in the sense of the value that actually results from 
the most reasonable rates that can be fixed; but it is presumably 
an attempted estimate of fair value in some other sense. Perhaps 
it may be regarded as the value that would be fair for the property 
if its rates could be fixed independently of the rates of competitors in 
the same district. This is necessarily different from the actual 
going values that would result for the various carriers from any 
set of rates that could be devised. The successful road gets a 
going value above its valuation while the unsuccessful road is in 
the opposite situation: its going value is a minus quantity. 

It is this valuation which we are to study in the light of the uses 
to which it is put. And at the very outset it appears that the prob- 
lem is simplified by basing rates on the aggregate valuation for 
the region. For the valuation of the single carrier need not deter- 
mine minutely the exact merit of the management in investing or 
operating its property. That would in any case be automatically 
taken care of in a rough way as has already been shown. Suppose, 
for example, the actual cost of the property (other than land) were 
taken as a standard. It is objected that a company has no right 
to earnings on extravagant outlays, while it should get a premium 
for unusual economy. It is not actual cost, but what the property 
would have cost with such economy and efficiency as the public has a 
right to demand, that furnishes the real standard. But if the cost 
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of all properties in the region is added together and rates based on 
the sum, then average economy and efficiency for the region as 
a whole become automatically the standard of “‘what the public 
has a right to expect,” and anything greater gets its reward, any- 
thing less its penalty. ‘The result may be exactly the same, whether 
the merits and demerits of each road are estimated with the 
minutest care," or whether no attempt is made to find the just 
value of separate properties and the valuation is a mere record of 
actual cost. “It will all come out in the wash.” 

Under these conditions, the fair value of the property as a 
going concern may be said to consist of two elements. The first 
is the valuation of the property itself from which the whole 
process starts. The second is an element of going value (which 
may be a minus quantity) representing the inevitable difference 
in earning power between the road in question and the average 
of the district. This is going value in the true commercial sense, 
based on commercial principles. Going value of this sort cannot 
by its very nature be included in the original valuation, nor can it 
by the very nature of the competitive situation fail to be included 
in the ultimate result. 

The fixing of the valuation of the property of any carrier does 
not, then, fix the value which the Commission is really granting 
to the owners. It may be more or less than the amount the going 
concern under regulated rates is actually worth. Valuation need 
not even measure value in any accurate sense. It is merely a tool 
in a policy from which a value will result. The second part of 
this study will take up in some detail the various purposes to be 
served by such a policy, and the kinds of valuation best adapted 
to serve those purposes. 


CONTROL OF SECURITIES AS AFFECTING CONTROL OF RATES 


This is one very important feature of the general situation and 
merits far more attention than it has received. A relatively high 
rate of return may be required if the capitalization of the com- 
panies is badly proportioned and if the issuance of new securities 


* I am assuming that no attempt is made to equalize the net earnings of different 
carriers, for reasons already discussed. 
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is subject to hampering restrictions, where a lower rate of return 
might suffice if the conditions of capitalization and capital issues 
were more satisfactory. In particular, if the control of capitaliza- 
tion takes the form of preventing the issuance of stocks below par, 
it becomes necessary to pay on the whole capitalization whatever 
rate the market sets on new investments, under penalty of making 
it impossible to issue stocks at all. And it is impossible to go for 
long without issuing stocks: the result would ultimately be to 
wreck the credit of any company not strong enough to finance all 
its extensions out of earnings. Thus the par value of securities 
outstanding becomes ipso facto the valuation on which the market 
rate of return must be allowed, in the long run, to every company, 
on pain of all the evils that follow in the wake of temporary or 
unsound financial expedients. However, with a more elastic 
system of issuing securities, it may be possible to offer the market 
rate of return to new capital and still grant to previous investors 
whatever rate of return on whatever valuation the broad equities 
of the case may seem to demand. , 

This raises a very fundamental question, that of fairness as 
between different generations of investors, past, present, and 
future. That there is some connection between the treatment of 
future and of past investments is clearly implied in the idea that 
the ‘‘rate necessary to attract new capital into the business’ can 
set a standard of fair returns for the business as a whole. As a 
matter of fact, there are several possible connections between past 
and future investments, some of them imposed by the equities of 
the case, and some by the more or less mechanical circumstances 
of corporation financing. In general, it seems natural that past 
investments, wisely made, should receive the same rate of return 
as is necessary to attract present capital. If the original invest- 
ment has turned out unusually successful, so that the investors 
earn something more than this amount, new investors going into 
that business do not get the benefit. If the corporation issues new 
stocks, they are sold at a premium so that the new investors receive 
a lower return than those who originally supplied the funds for 
the venture which has proved so successful. In case new stocks 
are issued at par, the right to such stocks is granted as a valuable 
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privilege to the existing stockholders and may be sold by them in 
the market, thus bringing about much the same result by forcing 
the new investor to pay a premium if he is not one of the original 
stockholders. 

This is regarded as perfectly just, since the new investors are 
in no way responsible for the extra profitableness of this particular 
enterprise. But if the same rule works both ways, investors in a 
more than usually unfortunate enterprise should expect that, when 
new capital comes in, it should come in on a more favorable basis 
than that of the original stockholders and should not be penalized 
for the ill success of an enterprise with which the new investors have 
so far had nothing to do. Thus, if the earnings of the company 
were able to pay dividends on the original stock at only one-half 
the market rate of return, new capital must be taken in on a basis 
which gives each dollar twice as much claim on earnings as a dollar 
of the original investment. But here a difficulty arises, since, in 
order to accomplish this on the present methods of corporation 
financing, stock would have to be issued at one-half its par value, 
and stock watering, the bogey of reformers, would result. Another 
dilemma of the same general sort occurs when the property is 
overcapitalized to start with and then becomes subject to laws 
aimed to prevent further overcapitalization. Under such circum- 
stances, either earnings must be so high as to pay a market return 
on all the original water, or else no stocks can be issued except 
as a form of disguised assessment on the original stockholders. 
In such a case, a law requiring stocks to be issued at par does not 
permit equity or equality between the original investors and later 
ones, but rather enforces inequality, penalizing later investors and 
allowing the earlier ones the benefit of their overcapitalization. 
The common effect of such provisions is to stimulate the issue of 
bonds, which can always be sold at a discount, and thus to make 
bad matters worse 

These cases show clearly that even if the general policy is to 
allow the same rate of return on old and new investments in the 
railroad industry in general, it is inevitable that there should be 
differences in favor of the old investments on the more prosperous 
lines, and corresponding differences in favor of the new investors in 
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the less prosperous companies. And yet the recognized machinery 
of corporation financing provides no way of taking in common 
stockholders on a more favorable basis than that occupied by the 
original holders. As a result, either such companies must go on 
issuing bonds until their credit is swamped, or else they must 
be allowed high enough earnings to enable them to sell stock at 
par, with the result that every company above the poorest would 
be so prosperous that its stock would sell at a premium, and the 
most prosperous would be rich beyond the dreams of avarice. On 
this basis, the rates would have to be put at an absolutely extor- 
tionate level before satisfactory financing could be assured for the 
poorer lines. Toward such a state we have apparently been 
drifting in our unco-ordinated control of rates and of capitalization 
by different jurisdictions. 

The railroads of the country at present are seriously over- 
bonded. Before the war the net capitalization in the hands of the 
public was some three-fifths bonds, and with the added debt to 
the federal government the proportion will apparently be about 
two-thirds when the roads go back to their private owners. This 
is too much funded debt: it leaves too narrow and uncertain a 
margin of income above the fixed charges. Under such conditions 
as these, both bonds and stocks are found to be unduly speculative 
and cannot command as good prices as they could if there were 
fewer bonds. Hence the return needed to attract capital is unneces- 
sarily high. The trouble cannot be mended until large amounts 
of stock are issued, but how bring this about when stocks are 
unmarketable? ‘The situation presents a perfect “vicious circle.” 
And if stock can never be sold at less than par, there is no way out 
except to grant rates that will make a stock that has too much 
bonded debt underneath it sell for as much as if the company 
were conservatively bonded—rates that will bring the stock to par 
in spite of its unsound situation. 

Even if the policy of consolidating weak and strong lines, 
embodied in the railroad act just passed, can be successfully carried 
out, this contention would lose little of its force. So long as the 
weak lines keep their separate corporate existence, conditions must 
be such that they can be soundly financed. If the strong lines 
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were to guarantee the bonds of the weak lines, and refrain from 
issuing bonds themselves, conditions would be much improved, 
but they would be better still if this were not the only way in which 
capital for the weak lines could be raised. It would make for 
sounder financing, even in cases of combination, if the weak lines 
had at least the option of issuing their own stocks. The guaran- 
teeing of their bonds is not a full remedy when the amount of bonds 
issued is in itself the evil." And the strong lines themselves may 
have none too easy sailing, in view of the fact that the fair return 
for an average road has been fixed by law at 5} per cent for the 
next two years, while interest rates are so high that new capital 
will probably cost between 6 and 7 per cent in the open market. 
In view of the danger of further borrowing, it would seem that 
either the legal fair return must be increased or stocks must be 
issued at a discount during the next two years, even by fairly 
strong roads. 

But this baffling dilemma is only the logical outgrowth of 
our past policy of control. The unduly large proportion of bonds 
is in part the result of the methods used to finance the creation 
of huge combinations or systems of roads, but in part it is some- 
thing we have brought upon ourselves, through our state govern- 
ments. Their control of capitalization appears to exhibit the 
efiects of the “single-track mind,” being devoted to preventing 
overcapitalization before everything else. There are bound to 
be times when stocks do not sell at par, and those of the poorer 
companies are bound to be chronically in this condition. But a 
strict regulation of capital aiming to prevent stock watering at 
all costs prohibits stock from being sold at less than par, with 
the result that in such a situation steck cannot be sold at all, and 
financing has to be done by selling bonds at a discount, which is 
worse and tends to intensify the evil.?, The present state of railroad 
capitalization is the logical result of such overzealous regulation. 

Thus the control of capitalization seems to have produced an 
entirely unlooked-for effect, bringing about a state of affairs in 


* The same thing may be said of the offer of the government in the present law 
to lend to the roads at 6 percent. This is a palliative, not a remedy. 


2 See Report of Railroad Securities Commission (Washington, 1911), p. 24. 
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which there is real danger that unless past investments are rewarded 
with undue liberality, future capital cannot be obtained. As a 
result, we may possibly find the same radicals who recently urged 
the most stringent control of capitalization turning around and 
urging the most liberal provisions for the issuing of stocks below 
par, for the more extreme the radical, the more interested he 
commonly is in reducing the earnings of capital in public-service 
industries. Capital already invested is more or less at his mercy, 
subject to the protection of the courts, but the rate of return 
necessary for the attracting of new capital is utterly beyond his 
control. And the only way to grant a liberal rate of return on new 
capital while still putting a strict limit on the earnings of old 
investments is to let the new capital in on a more favored basis. 

If, for example, it were decided that the fair value of the railway 
property as a whole were only twelve billion dollars, as the Plumb 
plan advocates contend, and if rates were fixed on this basis, new 
financing would be utterly impossible on a sound basis unless some 
method could be found for issuing stocks for less money than the 
present par value. Thus the proposal is not without danger, since 
it opens the door to unlimited squeezing of bona fide past investors, 
while still offering favorable terms to new capital. This must be 
guarded against. Nevertheless, if some such provision is not 
adopted, there is really not much use in trying to value the existing 
investment for purposes of rate regulation. Rates must be made 
high enough to make possible the raising of new capital on what- 
ever relative footing the law of capitalization makes possible, and 
the earnings of existing investors will be whatever such rates will 
afford. Without some such power to adjust the basis on which new 
securities are issued, valuation for purposes of regulation will be 
a dead letter: a futile ceremony of purely academic interest and 
of no effect at all upon the actual earnings of the property. In 
the short run, regulation on such a basis can be effective, but the 
effect is only to pave the way to a deadlock in which capital cannot 
be issued and the attempt at control breaks down. 

The situation urgently requires some method by which stock 
may be issued at a discount without false pretenses. Since the idea 
of issuing stock without par value seems to be too radical to find 
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quick and general favor, might it not be found possible to issue 
stocks in which the par value does not carry with it a statement that 
this amount of capital has been fully paid, and which carry, if 
necessary, the statement that this issue includes shares put out 
at a discount? The chief requirement from the stockholder’s 
point of view would be that such shares should not be subject to 
assessment for the amount of the discount. The situation would 
be further helped by requiring the companies in all published 
statements to deduct the amount of this discount from the item of 
“capital stock outstanding” on the liability side of the balance 
sheet. This would make the nature of the situation perfectly 
evident, whereas at present such discounts on stocks as appear in 
the accounts are added to the asset side of the balance sheet, where 
they mean nothing at all to the uninitiated. 

The present act lays down no rule for the issuance of securities, 
but it grants the Interstate Commerce Commission full power in 
the matter, and no other permission than theirs is required for the 
issuance of securities. This gives them a free hand to control 
securities in any way necessary to support, and not thwart, their 
policy in the control of rates. The Commission has all the cards: 
it only remains to play them. 


CONCLUSION 


To sum up: Railroads are semi-competitive industries. As a 
result, any scheme of rates necessarily gives the companies a 
going value different from the valuation on which the calculation 
was based. These differences cannot be wholly wiped out, though 
they can be lessened by consolidations and the taking of part of 
the profits above a given level, for example, 6 per cent. The 
public is not willing to grant extortionate earnings to the most 
successful roads in order to enable the least successful to finance 
themselves; therefore a way must be found by which they can 
finance themselves in spite of not being prosperous enough to 
market stocks at par. Thus some system that permits stocks to 
be sold below par in case of necessity is an essential part of our 
present scheme of rate control. 
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II. THE PURPOSES TO BE SERVED BY VALUATION 
1. “JUSTICE” 


Even from the point of view of mere expediency, one of the 
last things which a policy of regulation can afford to ignore is the 
requirement of just treatment to the various interests concerned, 
according to the accepted standards of justice. These standards 
appear to be based mainly on two sorts of tests: that of living up 
to the reasonable expectations which one’s own acts or policy have 
created, and that of equality of treatment between different 
individuals or different classes. In the case of the railroads, there 
are many groups or individuals to be considered, and it may well 
appear that these standards of justice cannot all be satisfied for all 
of these groups. There is the original investor, the “innocent 
purchaser,” and different groups of these in different enterprises, 
and there is the tax-paying and rate-paying public. There are 
questions of equality of treatment between those who have invested 
at different times in the same business, between investors in the 
different railroads, and between investors in regulated and unregu- 
lated industry. Then there is also the question of fair treatment 
between different generations of customers. 

Who shall be considered as the original investor, or the inno- 
cent purchaser? Plenty of argument may be made for the position 
that the innocent purchaser should not be taken into account at 
all. He succeeds to whatever claim the original investor had—no 
more and no less. If his claim were always recognized at its full 
face value, no regulation of earnings would be possible because 
there would always be some investor who had bought at the top 
of the market and whose earnings could not afterward be reduced 
by regulation. It is plain that the innocent investor cannot be 
granted a vested interest of an absolute sort without depriving 
the public of all protection, and that the lesser interest must give 
way before the greater. In general, most of the innocent investors 
in railways have purchased since regulation became an established 
fact. Each purchaser buys a share in a property that is known to 
be subject to whatever regulation would be just to the person from 
whom he bought. If regulation of a sort that would be fair to 
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the original investor works injustice to such innocent purchasers, 
it would seem that it must be because of misconception on their 
part as to the facts of the business investment they were getting, 
rather than as to the liability of regulation under which they lay. 
Therefore it would seem that their grievance is against the people 
from whom they bought rather than against the government. 

The chief exception to this rule is in case the government has 
itself given the purchasers reason to expect a more liberal policy 
than it ultimately sees fit to follow. And yet this consideration 
must not be given so much weight as to bar the government from 
ever changing its policy in any way unfavorable to the investor. 
The investor is reasonably liable to a certain amount of change in 
public policy, subject always to the unchanging fact of protection 
by the courts. The best procedure is probably to work out a plan 
of regulation in the light of the needs of the present situation and 
then see if the just expectations of innocent investors are seriously 
impaired by such a policy. 

As for equality between regulated and unregulated industries, 
that is impossible in the nature of the case, and the thing to be 
sought is not complete equality of treatment but rather treatment 
that will give as nearly as possible equivalent advantages and dis- 
advantages. The unregulated industries are necessarily more 
speculative than the monopolistic industries subject to regulation, 
and the problem is one of offering rewards in regulated industry, 
necessarily less speculative than rewards in the unregulated com- 
petitive field but of equal worth in the eye of the investor. The 
regulating authorities have considerable latitude to put their incen- 
tive in a more or less speculative form. For example, cost of repro- 
duction as a principle of valuation introduces a speculative element 
which is not found in the principle of investors’ sacrifice. It is 
coming to be thought cheaper to put the incentive in a form as 
little speculative as possible, since the greater certainty of reward 
makes up in attractiveness for a lower rate of return, and there is 
certainly no principle of justice which requires that rewards in 
regulated industries should be made as risky as those in the open 
competitive field if they can reasonably be made more stable. 

As between different generations of customers, the principal 
question at issue is whether certain items should be covered out of 
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current income, or whether they should be added to the valuation 
and so become a burden on the future. The whole question of 
depreciation may be looked at as a question of justice as between 
different years of operation of the company. Replacements are 
heavier in some years and lighter in others, at the option of the 
management. This means that if there is no depreciation account, 
the management has power to make any given year’s income larger 
or smaller, the difference being evened up in future years. The 
depreciation account is a device for giving steadiness to the 
annual expenses in spite of fluctuations in the amount of prop- 
erty that may actually be replaced. It is a device by which, 
if a company falls behind in replacement, it is automatically 
accumulating funds in order that the shortage may be made good 
instead of coming as an unexpected burden after the deteriorated 
condition of the property is discovered. Thus a depreciation 
account is capable of rendering an all-important service in equal- 
izing returns between investors of any given year and those of a 
few years later. 

It is claimed by some that depreciation accounts as now kept 
on railways go much farther than is necessary for this equalizing 
function and compel the companies to keep on hand a reserve big 
enough to replace the whole property new, if the whole property 
should by some coincidence all wear out at once, in spite of the 
fact that this cannot possibly occur. Thus, if the property is 
kept at a condition of approximately average wear, the company 
always has on hand a reserve equal to one-half the difference 
between the original cost and the scrap value of its renewable 
equipment.' This, it is claimed, is far more than would ever be 
needed to make good the wastage of years when the plant may be 
allowed to fall below a condition of average wear. The claim is 
therefore made that “reserves for accrued depreciation’”’ should 
not be required, and that depreciation should not be deducted 
from the value of a plant for the purpose of regulation, since this 
compels the accumulation of a reserve unnecessary to the real pur- 
pose of maintaining the capital.’ 

‘In a growing property the reserve would be less than this amount. 


2Cf. A. A. Young, “Depreciation and Rate Control,’ Quarterly Journal of 
Economics, XXVIII, 630-63. 
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If we regard this question solely as a question of equal treat- 
ment as between different years of operation, much light may be 
thrown on an otherwise difficult situation. The fundamental idea 
is that, since wear and tear go on practically uniformly, the cor- 
responding expense account should also go on uniformly, and 
therefore depreciation should be charged even when replacements 
are not made. If a plant were started new and in perfect working 
order, it would need no replacements for a considerable length of 
time, and its operating expenses would therefore be lower than it 
could permanently hope to keep them, or rather, they would fail 
to record at all the process of wear and tear which would be going 
on all the while. Granted equal producing capacity, a new plant 
on this basis would be worth more than a plant which had reached 
average wear by just the worth of these temporary savings in 
operating expenses. If the earning power were always equal and 
if there were no other disturbing elements, a new plant would 
always be worth more than a middle-aged plant by just this 
amount. 

But there are several elements which work in just the reverse 
direction, causing the expense of a new plant to be greater and its 
earning power less. One of these elements is the extra outlay 
which a new plant requires in its first years of operation and which 
appears in valuation cases as the cost of ‘adaptation and solidi- 
fication.” Another is the extra cost of building up a harmonious 
working organization with traditions adapted to the special needs 
of the property and knowledge of the special conditions of traffic 
and operation which the property has to meet. A third is the 
expense of getting new business and traffic connections. 

All three of these elements take effect in a shortage of net 
earnings in the early months or years of operation, due to heavier 
expenses and lighter traffic. These may be legitimately allowed 
for, so far as they are due to immaturity. As a result of all these 
facts a new plant is not worth, commonly, any more than a middle- 
aged one. 

Under these circumstances how can justice be best secured as 
between earlier and later years of operation? The general principle 
of accounting is to charge to capital any expense, the benefit of 
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which is to be distributed over a number of years, so that each year 
will carry interest on the outlay plus its share of depreciation. The 
expenses of adaptation and solidification, and the shortages of 
income in earlier years as compared to what it later settles down to 
when something like maturity is reached, can both be treated under 
this principle and thus regarded as investments of capital. If this 
is done, it is equally reasonable, conversely, to regard the wear 
and tear of the early years in which a present outlay is avoided 
while storing up a burden for future years of operation, as a using 
up of capital. If this principle is applied in this two-sided fashion, 
the item of “‘reserves for accrued depreciation’”’ will be largely 
offset—perhaps in many cases more than offset—by the correspond- 
ing items on the other side of the account. 

One thing, however, needs to be guarded against. If deficits in 
early years are counted in the valuation, such deficits include not 
merely the shortage of income due to commercial immaturity, but 
also the excess of expenses due to operating immaturity. They 
thus include the cost of ‘‘adaptation and solidification.” If early 
deficits are counted, and adaptation and solidification is also 
separately counted, it is counted twice. Since the item of deficits 
in the early operations is a somewhat difficult one to handle, and 
since the real cause and nature of the deficits can never be abso- 
lutely proved, wisdom counsels conservatism in allowing them to 
be capitalized. Possibly a reasonable rule to follow would be to 
provide that intangible items, including adaptation and solidifica- 
tion and early shortages of earnings, should be allowed if they can 
be shown to have occurred, but should be limited to three-fourths 
of the reserves for accrued depreciation when the property is in a 
condition of average wear. It seems fairly clear that some very 
extraordinary justification would be needed for allowing these 
items of intangible value to do more than cancel the “unnecessary” 
part of the depreciation reserve. The practical upshot of this 
would be the same as if the intangible items were not allowed but 
the greater part of the depreciation were simply canceled. Such 
a policy would in effect meet the objections already mentioned, 
that the depreciation item forces the companies to keep in the 
business a reserve which will never be used. If the intangibles 
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were allowed up to the full amount of average depreciation, the 
utmost reasonable claims of the opponents of depreciation would 
be met in full. 


2. THE NECESSITY OF ATTRACTING CAPITAL FOR NEEDED 
EXTENSIONS 


The second principal purpose to be served by a policy of regu- 
lation is that of attracting capital sufficient for public need as 
cheaply as possible in the open market. It may seem that this has 
nothing to do necessarily with valuation but depends primarily 
upon the rate of return. However, it is really a matter in which 
valuation, the rate of return, and the method of issuing securities 
are all jointly concerned. A high rate of return on a low valuation 
is no better than a low rate of return on a high valuation. A high 
rate of return on a valuation containing speculative elements may 
be no better than a lower rate of return on a more stable and 
calculable valuation. The chief disadvantage of reproduction cost 
as a standard of valuation is the speculative element which it intro- 
duces. 

Expediency, from the point of view of the public, seems to call 
for a valuation that is as little speculative as possible. In terms 
of practical rate policy, this points in the direction of basing rates 
on the amount actually invested, rather than on reproduction 
cost, on the ground that funds can be attracted cheaper in the long 
run on the basis of the greater certainty of reward that would 
be thus afforded. 

The highly speculative character of the reproduction-cost 
standard has never been more clearly evident than at the present 
time, nor has its wastefulness as au incentive to capital ever stood 
out more clearly. The Interstate Commerce Commission is 
reporting the cost of reproducing the railroads of America at the 
prices prevailing in 1914. The first tentative valuations, now being 
served on the carriers, are obsolete before they are completed, so 
far as this item is concerned. To bring this standard up to date 
would mean giving the companies the full benefit of the revolution 
in prices brought about by the war. But since this revolution is 
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something no one expected and is wholly unlikely to occur again, 
any gain resulting to the carriers is wholly fortuitous in the present 
and means little or nothing as an earnest of further gains for the 
future. A far smaller amount, taken in the shape of an addition 
to the standard rate of return, would have far more effect in 
attracting present capital into the business. 

It may be urged that in this case, since the dollar is shrinking, 
the reproduction valuation does not really mean a gain to the roads, 
but rather that if it were not granted they would lose, because a 
fixed return on a fixed number of dollars means hardly more than 
half the purchasing power it meant before the war. At the present 
time the force of this objection is weakened by the fact that market 
rates of interest have risen sharply and are apparently still rising.’ 
The result must inevitably be reflected in the rate of return allowed 
on railroad property. 

In the long run—and this policy should be looked at in the 
light of long-run effects—it will probably be found undesirable or 
impracticable to revise the valuation downward if prices fall at 
some indefinite future date. Hence it seems unwise to adopt a 
rule that will not work both ways. Or, if it were possible to revise 
the valuation downward, then our present adherence to a repro- 
duction basis would be more of a deterrent than an attraction to 
new capital which must invest in the business at the top of the 
peak of prices. There is little prospect of a further great rise of 
prices, and there is every prospect that at some indefinite future 
date the dollar will rise in value, making good some part of the 
loss brought about by the war.? Thus the adoption of this basis 
of valuation would be the worst possible policy from the point of 
view of assuring returns to capital now investing. A further 
objection lies in the fact that it throws the income account out of 
harmony with the value of the property, as will be seen in the 
following section. 

So much for valuation as affecting the incentive to invest. 


* December, 1919. 


2 There is little basis, apparently, for hoping that this will happen on a large scale 
very quickly, although some slight return toward “normal” values may take place. 
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3. HARMONY BETWEEN VALUATION AND THE INCOME ACCOUNT 

One of the most interesting questions of policy concerns addi- 
tions to property made out of earnings. Railroad advocates have 
contended in the past that the rates should be high enough to 
furnish not merely a fair return to the investor but also a certain 
amount for the extension of the property. On the other hand, 
those on the other side have objected to being required to pay a 
return on the property which the companies have purchased out 
of their earnings, claiming that this represents capital furnished by 
the shippers and not by the railroad investors. The question 
whether earnings should be made more liberal with the definite 
purpose of turning the extra amount back into the property is a 
question of policy and not of fact or logic; but whichever way it 
is settled, the settlement carries certain logical consequences with 
regard to the valuation of the property. In general, justice 
demands that anything which is treated as income for purposes of 
regulation should be a real financial gain to the company, and 
that anything which is not treated as income for purposes of 
limiting that income should not be a source of gain to the company. 
As the accounts are now required to be kept, the old practice of 
charging betterments to operating expenses is not sanctioned, and 
the attempt is made to see to it that income cannot be concealed 
by being put into betterments or extensions of property but shall 
appear as income for the year in which it is earned. 

The result is that any earnings which are put back into the 
business in the shape of betterments still appear as earnings on the 
books and are not concealed, as might formerly be the case. In 
the absence of some arrangement to the contrary, they would be 
counted as income in deciding whether the companies had made 
reasonably adequate earnings in any given year. Under these 
conditions, it clearly costs the railroad investors something to 
make betterments out of earnings: when they do this they are 
really making an investment out of funds which are theirs to do 
with as they please. On the other hand, if betterments which a 
road makes out of earnings in any given year are not counted as 
income, and if, as a result, the company escapes regulation to the 
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extent of the income that has been thus concealed, then the inves- 
tors have sacrificed nothing by putting this money into the busi- 
ness. Rates have been higher than they otherwise would have 
been, and the money has come out of the pocket of the consumer. 
Or, if regulation includes an allowance for betterments to be made 
out of the income over and above a fair return to the investor, 
then again the investor has made no sacrifice, and the consumers 
are the ones who have made the real investment. In such a case, 
it is clearly unfair to the public to count betterments made out of 
the earnings as a part of the fair value of the property. There is 
no absolute rule, then, as to whether betterments made out of 
earnings are or are not to be counted. It all depends on whether 
the roads gain exemption from rate control as a result of such 
betterments, or whether rates are the same as they would have 
been if the amount of the betterments had been paid to the stock- 
holders in cash. 

Or, to look at it from another angle, if such betterments are 
counted as part of the valuation, then the investors gain a valuable 
asset in the year when those betterments were made, and this 
should be counted, in their income for that year; while if such 
betterments are not to be counted in the valuation, then they 
have no money value to the investors and therefore should not be 
counted as income in the year in which they were made. It is all 
a matter of harmony between the valuation and the control of 
income. In general, whenever the company makes an increase 
in its valuation in any form which has not already appeared as 
income on the books, a serious question of justice is raised because 
the investors, whose gains are supposed to be regulated, are gaining 
something which, coming in this form, escapes regulation. 

In substance, this is exactly what the cost-of-reproduction 
method of valuation would do in a time of rising prices. The 
companies keep their property on their books at its actual cost,’ 
and when the valuation goes up because of increased prices they 
are realizing a real gain, since they are entitled to earnings on the 
valuation, and yet this gain has never appeared in their income 
accounts. 


‘With some exceptions, which are noted below. 
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In general, it is not easily practicable when the property is 
revalued upward to count the increase in value as income for pur- 
poses of regulation.’ As a result, if income account and valuation 
are to keep step with each other, it is desirable to reduce revalua- 
tions to a minimum and adopt as nearly as possible a valuation 
that can keep itself up to date by changes that are also reported 
in the income accounts. This involves among other things 
the accounting principles followed in drawing the line between 
betterments and replacements. Here the questions raised by the 
recent revolution in prices are real and far-reaching. The relations 
between the different factors can best be seen perhaps in a hypo- 
thetical case. Let us suppose equipment of an original cost of 
$100, average annual replacements of 5 per cent, and a “fair 
return” of 6 per cent per year. And let us suppose that the cost 
of replacing the equipment has suddenly doubled. Let us trace 
the effects resulting from six possible treatments of this situation, 
divided into two groups. In the first group the original cost of the 
equipment will be charged to replacement, and the difference in 
cost due to increased prices will be treated as a “betterment.” 


This corresponds to the general railroad practice in this country, 
except for rails and ties. In the second group replacement is 
charged with the present cost of duplicating the original physical 
property. ‘This corresponds to the theory used in replacing rails 
and ties.” 

ta. Here valuation is at the actual cost of the property as it 
stands (or original cost plus betterments, which in this case would 


*So far as legal precedent goes, there is authority for counting appreciation, if 
taken up on the books, as income for purposes of taxation (Treasury Decisions, Decem- 
ber 21, 1911, Vol. XXI, No. 25, pp. 57-68), and also for purposes of regulation (Consol. 
Gas Co. v. City of New York, 157 Fed. 855. In re gas and electric rates, Queens 
Borough Gas and Electric Co. 2, P.S.C. 1st District, New York, June 2, 1911). This 
principle is easier to follow in the case of taxation, which takes a part of the amount 
and generally a small part, than in the case of regulation, which aims to take the 
whole, as nearly as may be, of income beyond the “‘reasonable”’ level. Moreover, 
taxation of last year’s income comes out of last year’s income; but regulation on 
account of last year’s income being too high, comes out of the incomes of the succeed- 
ing years. 

? This method is employed because it is impracticable to trace the original cost 
of each separate rail and tie as it is replaced. 
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come to the same). Under this system, added capital must be 
found to pay the increased cost of new units bought to replace the 
old. The valuation starts at $100 and slowly rises to $200 when 
the whole equipment has been replaced. Since no additional 
plant has been installed, rates must be gradually increased to pay 
returns on the new capital. The raising of this capital would 
present difficulties. Since there would be no increase in equip- 
ment to show for it, it might not be easy to market securities to 
pay for it, while if it were contributed by the stockholders, it 
would absorb a large part of their earnings (five-sixths, if land be 
ignored). This would be a logical treatment of the situation, but 
probably inexpedient. 

1b. This case is the same as the first, but the 6 per cent return 
is increased by an allowance for betterments, which are not to be 
counted in the valuation for rate-making purposes. In this case 
rates rise at once, the public pays for the added cost of maintain- 
ing the physical property, and the book value of the property 
becomes greater, while the valuation for purposes of regulation 
remains unchanged. ‘This discrepancy would be an inconvenience, 
perhaps, but not a serious one, if the legal complications were 
satisfactorily arranged. Unless the companies accepted such an 
arrangement by contract, it might be held unconstitutional to 
regulate rates on a basis of a valuation less than the actual cost of 
the existing property. Legal difficulties aside, this is perhaps the 
most satisfactory solution of the difficulty, as it presents itself to 
the railroads of the country at the present time. 

1c. In this case the valuation is on a basis of reproduction 
cost. The valuation, then, is doubled at once and rates are raised 
of accordingly. This makes it possible to pay the extra cost 
replacements out of earnings and still have more left than before. 
Ultimately, the book value of the property would rise to the cost of 
reproduction and the stockholders would possess property worth $100 
without added cost to themselves, $100 having come from the 
public. As compared with Case 1a, the public pays higher rates 
during the transition period, but reaps no corresponding benefit. 
This will seem unfair to the public, at least in the eyes of most 
members of that somewhat ill-defined and heterogeneous body. 
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2a. In this case, the depreciation charge is increased to $10 per 
year and replacement bears the full present cost of maintaining 
the physical property. Since it is not regarded as a “‘ betterment” 
to replace a machine with an identical one that costs twice as much, 
the book value of the property remains unchanged, and the valu- 
ation, which in this case is assumed to be on the basis of original 
cost plus betterments, also remains unchanged. In this case the 
public pays for the maintenance of the physical property, but the 
stockholders reap no added income above the original six dollars 
per year. This is the same in effect as Case 1b and would need to 
be safeguarded in the same way if it is desired to prevent the com- 
panies from establishing a claim in the courts to earnings on the 
extra $100 of property for which the shippers have paid. 

2b. This is the same as the last case, except that valuation 
for regulation is on the basis of actual cost of the property as it 
stands. This introduces a discrepancy between the book value 
and the valuation for regulation, the latter gradually climbing to 
$200, while the former presumably stays at $100 in the absence 
of revaluations. In this case, the stockholders ultimately get 
six dollars per year of added income without sacrifice on their part. 
In fact, they would get more, since a price revolution is virtually 
sure to be accompanied by a very marked increase in interest 
rates. ‘This is certainly true at the present time. 

2c. This is the same as the previous case, but this time cost of 
reproduction is taken as the standard of value for purposes of 
regulation. The effect is similar, but even more favorable to the 
owners because more immediate; the stockholders get the extra 
income even before the public has contributed the extra cost of 
replacing the property. This most persons would regard as 
clearly unfair to the public. 

Perhaps it is not within the scope of a scientific study to decide 
which of these policies is preferable. There can be little doubt, 
however, where the choice of the public would lie if the option 
were put clearly before them. They would choose 10 or 2a, or 
a combination of them—the policies under which valuation for 
regulation is on the basis of original cost (plus any betterments 
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made with stockholders’ money, as distinct from the allowance 
contributed by the public for that purpose). Possibly they would 
prefer 1a as the simplest policy, in spite of the financial difficulties 
it would be likely to entail. They would certainly not vote for 
reproduction cost as applied to the present situation. 

The principle of original cost, if applied to land, would deprive 
the companies of the unearned increment in their land values. 
This is a form of increase in the value of the properties which does 
not appear in the income account and is added to the book value 
by a simple revaluation. Thus it balks the attempt to keep 
valuation and income accounts consistent with each other. 

There is, to be sure, one method of calculation which may 
bring the income and the property estimates into reasonable har- 
mony, even if the unearned increment is allowed. A company 
may be allowed to count the unearned increment of land values in 
its valuation without counting the yearly increases in the value as 
income for the years in which they accrue, provided one readjusts 
one’s idea of a reasonable return and considers what would be the 
fair money return from property where the -owner is also getting 
an unearned increment over and above his money return. Lands 
which are appreciating in value are commonly bought at from 
thirty to fifty years’ purchase, indicating that 2 or 3 per cent, 
beside the unearned increment, is a sufficiently high return to 
attract capital.’ This method has one serious disadvantage, in 
that it lays increasingly heavy burdens on future generations for 
the benefit of the present, whereas prudence counsels that future 
generations will have burdens enough handed on to them, and 
that these should be kept down to the minimum. So far as past 
unearned increments are concerned, probably we have no option, 
but for the future it would seem best to set a date beyond which 
no further unearned increments should be added to the rate 
valuation, in which case the rate of return will have to be made 
liberal enough to make up for the speculative future values that 
have been taken away. 


Cf. Steenerson v. G. and M. Ry. Co., 69 Minn., 353, 72 N.W. 713. Cited in 
R. H. Whitten’s Valuation. 
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4. EFFECT ON RELOCATIONS 


A further practical aspect of the counting of unearned incre- 
ments is to be found in its bearing on whether it pays the company 
to relocate, whenever relocation would increase actual efficiency. 
This is one of the most interesting points in the working effects of 
valuation, and deserves a separate section. This problem in 
valuation appears in two main forms, one applicable to public 
utilities and the other to railroads; and while the underlying 
principle is the same, the cases are quite different. The reason 
why relocation of a plant becomes desirable in the case of a public 
utility is commonly because the land on which it stands has become 
much more valuable for other uses, whereas cheaper land could be 
found which would serve equally well the purposes of a public- 
utility plant. In the case of a railroad, this discrepancy in land 
values can hardly ever appear in this same way. Here relocation 
is an operating problem. Commonly it comes about that the 
growth in traffic makes it economical to build a more expensive 
type of line, cutting down grades, reducing curvatures, and doing 
other things which cost money in the capital account but which 
reduce operating expenses. In either case there comes a time 
when a certain location, which was perhaps the most efficient 
when it was adopted, is no longer the most efficient. When the 
possible gain in efficiency exceeds the cost of making a change, 
economy demands that the change should be made. 

In unregulated business, this can be left to the self-interest of the 
producers. The market determines what their product is worth, 
and they are presumably in a position to figure better than anyone 
else the cheapest method of producing it and to gain more than 
anyone else by adopting that method. If they can find a way to 
turn out the same commodity cheaper, their profits will register the 
gain they have made. But in regulated industries the profits are 
controlled and the financial calculation of gain and loss in such a 
case is subject to the rulings of the regulating authorities in such a 
fashion that it is quite possible for a company to be protected 
against loss while failing to make a desirable relocation, or to be 
penalized for making one. 
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For example, if the public utility has a claim to earnings on 
the present value of the land it actually uses, regardless of other 
circumstances, the company can go on indefinitely using extremely 
valuable land near the center of a growing city and charging the 
consumers rates to yield a return on this land. Yet it may be 
that cheaper land could be had, the plant moved, the old land sold for 
business purposes at a high price which will more than cover the 
price of the new land plus the cost of moving, and the public could 
then get the benefit of lower rates. The difficulty here arises 
from an extreme application of the theory of cost of reproduction 
—the cost of reproducing the identical plant. On the other hand, 
if the theory of original cost were applied in all strictness, a com- 
pany might conceivably be put in the curious position of being 
forced to relocate in order to get the benefit of the unearned incre- 
ment on its lands, in spite of the fact that all the other land available 
had also risen, so that there was no real gain in productive efficiency 
from moving. 

The original land might have cost ten thousand dollars and be 
worth one hundred thousand dollars now for other purposes, while 
other land might not be available for less than fifty thousand 
dollars. In this case, if the company does not move, and if the 
principle of original cost is strictly applied, they are entitled to 
earnings on only ten thousand dollars of land value, and they can 
gain ninety thousand dollars by selling the land for other purposes. 
The fifty thousand dollars which they must pay for new land does 
not cost them anything, paradoxical as that may seem, because 
they can add it to their valuation and so increase their earnings. 
Therefore they would gain by moving at any time when the cost of 
moving and the loss of plant value involved are less than ninety 
thousand dollars. But the real saving in the cost of land is not 
ninety thousand dollars, but only fifty thousand, the difference 
between the value of the old land and the cost of new land equally 
serviceable for the utility. The upshot is that, if the cost of mov- 
ing represents, let us say, eighty thousand dollars, it pays the 
company to move, although the result is a real loss in efficiency. 
This highly theoretical example is introduced not so much because 
it represents actual cases as because it exhibits the possibilities 
inherent in the original-cost theory of valuation. 
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Somewhere between these two cases, evidently, lies the logical 
course. The service value of a plant is often estimated as equal to 
the cost of the cheapest available plant capable of rendering the 
same service, or an equivalent. On this basis, the land would be 
valued at fifty thousand dollars in the case just discussed, and if 
this were done, the company would find it profitable to relocate 
in case that meant a real increase in productive efficiency, and not 
otherwise. The company would get an unearned increment, but 
not the full increase in the price of its land. The gain would be 
limited, being the excess in the present cost of the cheapest available 
substitute above the original cost of the land they are using. There 
is no need to consider the opposite case in which the company 
would suffer a loss, since the movement of real estate values is so 
universally upward in such cases. 

In the case of railroad relocation the principle is the same, but 
the case is so much more complex that it would be practically 
impossible to apply the standard that has been suggested for public 
utilities. The real worth in service of a section of railroad line may 
be estimated in this fashion: throw it in the scrap-heap and build 
the best line possible to handle the traffic under present conditions. 
Estimate the total cost, including operating expenses and interest, 
of handling the traffic on the new line. Subtract the operating 
expenses of handling the same traffic on the old line,’ and the 
difference will be the annual service value of the old line. Capital- 
ized at a fair rate of interest, it would furnish the service value of 
the old line as a piece of operating property. This method of 
valuation follows the principle used in the public-utility example, 
namely, that the value of any productive equipment is the cost of 
a substitute that will render equivalent service, only in this case 
the calculation is not so simple, and the principle appears in a 
changed form.’ 

* Depreciation as an operating expense in this case raises interesting questions, too 
complex to be gone into here. 

? In this case the service rendered by one fixed plant is different from that rendered 
by the other, and an allowance has to be made for this difference. This method of 
valuing property does not involve reasoning in a circle, since the rates are not in 


question. We may assume rates adequate to pay a fair return on the amount needed 
to instal a new plant that will render the desired service. 
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Now it is obviously out of the question that the fair value of 
railroad lines and equipment should be determined by any such 
method as this. This would put upon the valuation authorities 
the burden of knowing not merely the cost of the existing plant 
but also the cost, capacity, and expenses of operation of all con- 
ceivable substitutes. Since the burden of accurate valuation is 
already almost prohibitive without adding any such requirement 
of prophetic omniscience, what are the practicable courses? The 
principal question of policy bearing on such a case in the actual 
practice of valuation is whether or not there should be any allow- 
ance for abandoned property. The basic rule is that abandoned 
property is no longer used and useful for the public service and 
therefore should not be counted, but here a practical difficulty 
arises. Whenever property has reached the stage where it ought 
to be abandoned in the interests of efficiency, it is no longer useful 
for the public service, even though it has not been abandoned; 
and yet it is impracticable for valuation authorities to undertake 
in all cases to say when that condition has been reached and to 
write off the value of such property from the books. The natural 
result is that property which has no service value may be kept in 
the valuations so long as it is used. The company loses the worth 
of the property, not when the property loses its worth, but when 
they acknowledge that loss by abandoning it. Under such condi- 
tions there is a penalty on relocation. The act of abandoning 
property which has passed the dead line costs nothing from the 
point of view of productive efficiency, but it costs the company 
whatever earnings it can collect on that amount of valuation. As 
a result, it is urged that the efficient development of a plant would 
be promoted by allowing the company to carry abandoned property 
on its books in such cases wherever the ultimate need of abandon- 
ment could not be foreseen and provided for in depreciation 
accounts.” 

It is obvious that the piling up of abandoned property on the 
books cannot be allowed to go on forever and that all that is 

* This argument in favor of an allowance for abandoned property was suggested 


by Mr. Sumner H. Slichter, though the present writer assumes responsibility for the 
form. in which it is here put and the conclusions drawn from it. 
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reasonably called for is to give the company a second chance to 
make up depreciation which it failed to make up during the 
original useful life of the property. Asa result, abandoned property 
should be worked off by annual allowances within a reasonable 
period of time. The argument in favor of including abandoned 
property in such cases is not that it correctly states the investment 
in property at present used and useful, but rather that when a 
state of affairs is discovered which involves an overstatement of 
the value of the property, due to causes that are unavoidable so 
long as human beings are not omniscient, this overstatement is 
allowed to stand for the time being in order to avoid penalizing the 
company for the mere recognition and remedying of a state of 
affairs which has actually come to pass. 


5. INCENTIVE TO EFFICIENCY 


The chief incentive to efficiency that appears as a part of the 
valuation itself is a negative one—a return is not guaranteed on 
expenditures that are made unwisely, extravagantly, or inefficiently. 
To be consistent, valuation boards should grant a premium on 
expenditures made with more than usual economy and efficiency. 
Strictly speaking, in place of the actual cost of the property, there 
should stand the amount such property might reasonably have 
cost. Every valuation would then be hypothetical. In practice 
demonstrable shortcomings can be penalized, while special merit 
generally finds its own reward regardless of the valuation author- 
ities. In fact, in a semi-competitive industry like the railroads, 
these differences will take care of themselves if rates are fixed on 
the basis of the actual cost of all properties. This amounts to tak- 
ing average efficiency as standard. Departures from the average 
will take effect automatically on the profitableness of each separate 
property, along with every other circumstance that has any bear- 
ing on the profitableness of a common carrier. As long as railroads 
are independent and competing with each other; as long even as 
there are separate regional systems of railroads serving industrial 
constituencies, which must if possible be kept in business in com- 
petition with each other, there will always be a differential gain to 
the more favored lines. The profits of any company will not 
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depend solely on its own valuation, because rates will necessarily 
be fixed with reference either to the average returns secured by all 
the roads or with reference to the return secured by the marginal 
carriers. In either case any single road would have a chance to 
increase its returns by increasing its efficiency, even though this 
reduces its own individual valuation. Even if it is itself an average 
road or a marginal road, any change of fortune or efficiency may 
cause it to rise above that level or to sink below it. Thus it is 
not like a complete monopoly, which may lose all the benefit of 
increased efficiency in case its earnings are strictly regulated to a 
given percentage on a given valuation, because in that case any 
improvement in the management might be fully neutralized by 
lower rates. 

The question whether these differences are just need hardly be 
debated. They arise partly from the merits or demerits of the 
management and partly from sheer manifest destiny, and there is 
no easy way of determining which plays the greater part in a given 
case. It may be possible to introduce tests of operating efficiency 
by which some light could be thrown on this question, but it is 
difficult to conceive of any such test which could be taken as final. 
Even if a thoroughly reliable test could be formulated, there is no 
very good way of using it as a basis of rate-making for the different 
roads, since that would involve different rates for competitive 
services. The only use that could be made of such tests would be 
in case some plan were put in force for profit-sharing between the 
different roads, or between the roads and the government. For 
purposes of stimulating efficient management, profits due to 
superior efficiency should be largely exempted from any such 
plan, if they could be distinguished, while profits due to location 
alone might just as well be treated as common property, so far as 
the effect on efficient operation is concerned. But there is also 
wisdom and unwisdom in the choice of a location for main lines 
and for future extensions, and no possible “merit factor’ can 
accurately measure or standardize this element in efficiency. ‘Thus 
any plan that takes all the profits above any given amount, even 
if that amount is determined by a calculation of merit, is a mistake 
from the point of view of incentive to efficiency. A part of the 
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profits is all it pays the state to take by way of asserting the com- 
mon interest in the producers’ surplus. 

In calculating the amount of earnings to be exempted from 
profit-sharing, an allowance for merit or demerit could be included 
either by increasing or decreasing the capital sum on which the 
amount of exempted earnings is calculated, or by simply adding 
to or subtracting from the annual earnings arrived at by figuring 
a fair return on actual investors’ sacrifice. Of the two methods, it 
would seem far better to make the allowance in the earnings rather 
than in the capital sum on which they are calculated. For any 
such capital sum looks like a valuation, and a valuation is a semi- 
permanent thing and tends to establish a vested interest, while the 
efficiency of management is too evanescent to deserve recording in 
a catalogue of fixed assets. 

Indeed, some doubt whether it is necessary to efficiency to 
grant any special profits to investors, if only a reliable basis can 
be found for giving differential incentives to the managing officers, 
since it is on their efforts that results depend, not on those of the 
stockholders. However, this is true only in a very limited sense. 
It does not come amiss if the stockholders’ income depends to 
some extent on seeing to it that efficient managing officers are 
chosen. Moreover, if all differential profits to stockholders were 
abolished or pooled, it would amount to confiscation of the differen- 
tial values of the better properties, and a serious question of con- 
stitutionality might be raised. It might be held that compulsory 
profit-sharing is not a “due process” by which to take earnings, 
“due process” being limited to (1) non-confiscatory regulation, and 
(2) taxation. In that case, those who wish to see a redistribution 
of the railroads’ unearned increment would be forced to fall back 
upon the taxing power, unless some profit-sharing plan were 
voluntarily accepted. 

As for the device of efficiency premiums to the managing 
officers, there is no reason why it should not be used in any case 
if a satisfactory test of efficiency can be worked out. Until it has 
demonstrated its possibilities, it would not be wise to give up the 
cruder form of differential incentive which we have at present. 
The actual differences in earnings between different roads are not 
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fair measures of the relative efficiencies of the managements: 
that may be taken for granted at the start. But so long as they 
are not tampered with, any increase in efficiency brings an increase 
in profits to any individual road. If the differences and unearned 
producers’ surpluses are too great, the simplest thing is to divide 
them between the railways and the public. For example, the 
government might take one-half the profits above a return of 
6 per cent, and underwrite one-half (never the whole) of deficits 
below 4 per cent where such deficits are not due to mismanagement 
or demonstrable inefficiency. This would leave the roads the full 
benefit of their own exertions throughout the low-medium range 
of earnings, where such an incentive can do the most good. 
The question whether such a profit-sharing scheme should be 
followed, with or without a partial underwriting of deficits, 
depends largely on whether the roads are left independent as 
they now are, or whether they are combined into larger systems 
with a view to reducing the differences in earning power. To 
just the extent that the differences in earning power might be 
eliminated, such a profit-sharing scheme would automatically have 
less and less effect. 


6. LAND GRANTS 


Any possible treatment of land grants is unjust, and the ques- 
tion is one of reducing the injustice to a minimum. When the 
grants were made, there was no idea that the question would ever 
arise whether their value should be counted for purposes of limit- 
ing the earnings of the companies, and at what amount the value 
should be set. If the present situation had been anticipated, it 
would have been clearly wise and proper for the government to 
stipulate that land used for railroad purposes, when granted free 
by the government, should not be counted as part of the railway’s 
investment for purposes of rate-making, or at least should be 
counted at some fixed maximum valuation per acre. Such a pro- 
vision would have made very little difference in the attractiveness 
of the proposition offered to private enterprise by the government 
grants. The greater part of the area granted would still have 
been held by the railroads in fee simple to be sold by them at 
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whatever price they could get and whenever they chose. Cer- 
tainly there is no other way of treating the land in the alternate 
sections off the right of way, from which the railroads could never 
realize any benefit unless they sold it. But the grant of land for 
the right of way itself did give a substantial benefit entirely apart 
from being counted as the carriers’ own investment, for it enabled 
them to build the roads with less capital and incurring less fixed 
charges at a time when capital for such enterprises was no less 
scarce than capital for railroad expansion seems to be at the present 
time. Thus the grant of free land for a right of way was a valuable 
consideration, even if it had been merely to be held in trust for 
the public and not regarded as a railroad investment at all. Since 
no such stipulation was made, however, the question remains open, 
with the presumption in favor of the land being treated as the full 
property of the carriers. 

Among the circumstances of the case, however, one highly perti- 
nent fact is that the government has reserved valuable privileges 
in exchange for the land grants. Uncle Sam is the one big shipper 
who openly gets discriminatory rates, and the amount of these dis- 
criminatory rates on land-grant railroads during the recent war 
was very considerable. What bearing, if any, has this on the 
justice of valuing these lands? In order to show this in clear 
relief, let us suppose as an extreme case that the favors granted to 
the government in low rates are substantially equal to a fair annual 
return on the value of the land in question. From one point of 
view, it might seem that because the railroads are paying the full 
value of the land in the form of lower freight rates, the land should 
be justly regarded as theirown. But a second consideration would 
show that the case is really just the reverse. I do not pay some- 
body else a continuing rental on property if the property is mine in 
full. Furthermore, if I count the value of the property for which 
I am giving someone else a valuable consideration every year, and 
if I collect rates from other customers high enough to give me a fair 
return over and above the valuable consideration which I am giv- 
ing for the use of this property, then the consideration paid for 
the use of this property is not costing me anything and I get full 
net return on the property, although I am recognizing by the 
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annual allowances I make that I am not full owner of it. I am 
charging the public higher rates than I would have been able to 
charge if I had owned the land outright, having bought it with my 
own money. In fact, the public is paying a return twice, for it 
not only pays its share of freight rates calculated to yield the com- 
pany a return on the land, but it pays enough more to make up 
for the concessions granted to the government. Surely, it is a 
strange result of a land grant made to aid the development of 
transportation, if the rates become higher than would be allowed 
if the railroad company had furnished its own land. It would 
seem that the public has an equity in the land grants, and that 
the equity of the company for valuation purposes should be 
reduced by at least the capitalized value of the reductions in rates 
which the government receives. Otherwise, private shippers 
actually bear an increased burden as a result of having, via the 
government, granted their land to the railroad. 


7. HARMONY BETWEEN THE BASES USED BY COMMISSIONS AND 
BY COURTS 


It is a matter of convenience, but not of necessity, that com- 
missions should use the same basis in calculating a reasonable 
schedule of rates which courts use in reviewing their findings. To 
be sure, the award of a commission should not be rejected by the 
court merely because the commission uses a smaller valuation than 
the court thinks is fair, provided the return allowed is sufficiently 
liberal on that valuation. The question before the court is whether 
the actual returns allowed are greater or less than what the court 
would say is a fair return on a fair valuation. The commission’s 
method of arriving at these returns should not be allowed to decide 
the case. However, the lack of uniformity may make unnecessary 
trouble. 

CONCLUSION 

This pragmatic study of valuation gives little support to cost 
of reproduction as a standard of valuation in any form, and none 
to the form in actual use. Only for one purpose—the proper 
handling of relocations—is cost of reproduction usefully pertinent 
at all, and then it is the cost of reproducing a substitute plant, not 
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the identical one that now exists. Even this matter can be handled 
without using cost of reproduction as a standard in valuing the 
property as a whole, if consideration is given to it in deciding 
when particular parts of the property have depreciated to zero. 
The weight of evidence runs all in favor of some standard based 
on actual cost, the exact form depending on the methods used 
for calculating replacements and for dealing with betterments 
made from earnings. The indications are that depreciation should 
be deducted, but that adaptation and solidification and shortages 
of earnings due to the developmental stage of the business would 
largely cancel this deduction. It should be possible in some cases 
to keep abandoned property on the books for a limited time, 
amortizing it during this period. 

The present revolution in prices furnishes a strong argument for 
allowing rates high enough to maintain the physical property at 
the present high prices without giving the owners a corresponding 
increase in valuation. As for land, the study points in the direc- 
tion of counting it at the present value of similar land, but stipu- 
lating that for the future there should be no unearned increment 
allowed. This would probably call (automatically) for a somewhat 
more liberal rate of return than if unearned increments were per- 
mitted for the future without limit. And finally, it cannot be too 
strongly emphasized that if we are to avoid the necessity of allow- 
ing either an unduly high valuation or an unduly high rate of return, 
it will be necessary to provide some machinery by which roads that 
are in financial difficulties, temporary or chronic, can issue stocks at 
less than par, with full publicity and preferably with a correspond- 
ing reduction of the “capital stock’’ item in the balance sheet. 

J. M. Crark 
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THE ILLINOIS BLUE SKY LAW 


The passage of the Illinois Securities Law, June 11, 1919, marks 
the advent of a new principle in American effort to solve the 
problem of misrepresentation and fraud in the handling of securi- 
ties—the principle of classification. At the same time it repre- 
sents an attempt to approach the problem from a somewhat new 
angle. Previous to the passage of the act, the thirty-nine states 
which had enacted blue sky legislation had largely contented them- 
selves with supervising, in rather half-hearted fashion, merely the 
dealers themselves. This they had attempted to accomplish by 
various systems of inspection and through the exercise of a modicum 
of discretionary executive control in the granting of licenses. 
Illinois itself had such an act, passed in 1918. Taken as a whole, 
these measures were far from effective. In the first place the wide 
variations between the laws of the several states left many loop- 
holes for evasion and fraud;’ and in the second place the laws all 
approached the problem from its most complex and difficult side. 
The new Illinois law, however, attempts to remedy this second 
difficulty. It considers not only the dealers but also the issuers of 
the securities, and makes them to some extent responsible for 
compliance with the law. England has for many years had an 
effective law of this general type, designed primarily to enforce 
publicity, and Illinois has followed a part at least of its provisions. 

In general terms, classification simply means that the govern- 
ment arbitrarily divides the securities handled within its jurisdic- 
tion into various broadly defined groups, basing the division largely 
on the speculative or non-speculative character of the securities 
themselves. Having done this, it then contents itself with the 


?For example, the Illinois law now requires that if any securities are issued 
against intangible assets—patent rights, good-will, promoters’ fees, etc.—this fact 
must be declared and the securities delivered in trust under an escrow agreement 
(see below). This provision is unknown in most states; and if a corporation wishes 
for any reason to escape it and still sell its securities, it has the whole United States, 
except Illinois, as a market. 
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effort to make sure that the purchaser knows beyond mistake into 
what particular group his proposed investment falls. ‘The govern- 
ment’s function is thus essentially that of information; it makes 
no attempt to restrict the sale of even the most doubtful and highly 
speculative security, provided that there is no actual evidence of 
fraud and that the speculative character of the investment has 
been adequately presented to the public. 

The Illinois act is quite long, and to the layman not over-lucid. 
Its general scheme and main provisions can perhaps be most 
clearly presented in the form of a summarized outline. For the 
purposes of the act, securities are divided into four classes, alpha- 
betically designated: 

A. Securities, the inherent qualities of which ensure their sale and disposition 

without fraud. Within this group are included: 

1. Securities issued by a government or governmental agency. 

2. Securities issued by any national or state bank or trust company, build- 

ing or loan association, or insurance company of the state. 

3. Securities issued by any corporation operating any public utility, in any 

state where the issues of such utilities are regulated by law. 

4. Securities dealt in on the New York, Chicago, Boston, Baltimore, 

Philadelphia, Pittsburgh, or Detroit stock exchanges. 

. Securities whose prices have been quoted from time to time for at least 
a year in tabulated market reports published as news items, and not 
as advertising, in a daily newspaper of general circulation, published in 
Illinois or an adjoining state, including Michigan. 

6. Securities issued by any corporation organized for non-profit-making 

purposes. 


mn 


B. Securities, where the inherent qualities are such or the nature of one or 
both parties to the sale thereof such that their sale and disposition without 
fraud are assured. This comprises the following types of securities: 

1. Those sold by the owner for the owner’s account exclusively, when not 
in the course of continued and repeated transactions of a similar nature. 

. Increased capital stock of a corporation, distributed directly among its 
stockholders, without the payment of any commission or expense to 
agents, brokers, etc. 

. Those sold by or to any bank, trust company, or insurance company or 
association, organized under the laws of Illinois, of the United States, 
or under the supervision of the Department of Trade and Commerce or 
the Auditor of Public Accounts of Illinois; or by or to any building or 
loan association of the state; or any public sinking fund, trustees, or to 

any corporation or dealer or broker in securities. 
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4. Those sold or offered for sale at any judicial, executor’s, or adminis- 
trator’s sale or any bankruptcy or public sale or auction held at any 
advertised time or place. 

C. Securities based on anestablishedincome. This class includes the securities 
issued by any business which has been in continuous operation not less than 
two years and which has shown net profits, exclusive of all prior charges, 
as follows: 

1. One and one-half times the annual interest charges upon all outstanding 
interest-bearing obligations. 

2. In the case of preferred stock, not less than one and one-half times the 
annual dividend. 

3. In the case of common stock, not less than 3 per cent per annum.! 

D. All securities not falling within classes A, B, and C. 

The main provisions of the law may be summarized as follows: 
I. Provisions governing the offer of securities for sale: 

Securities in Classes A and B are exempt from the provisions of 
the Blue Sky Law. 

Securities in Class C may be sold only after filing a sworn 
statement in the office of the Secretary of State describing the 
securities to be sold, stating the law under which, and the time 
when, the corporation or business was organized, giving a balance 
sheet of assets and liabilities, an income or profit-and-loss state- 
ment, and an analysis of the surplus account, together with the 
names and addresses of its principal officers, directors, or trustees 
and other pertinent facts, data, and information, establishing the 
character of such securities.” 

Before any Class D securities may be offered for sale, there 
must be filed, in the office of the Secretary of State, statements 
and documents as follows: 

1. A description and the amount of the securities intended to 
be offered for sale. 

* An administrative ruling states that “‘in the case of common stock with no par 


value, the maximum figure shown by either book value, market price, or the price 
fixed for sale to the public shall be the basis for computation.” 

? These provisions allowed the Secretary considerable administrative latitude, 
and at first he demanded very elaborate and detailed statements, inventories, and 
accounts for qualifications. A great deal of unnecessary annoyance and expense 
resulted. On November 8, 1919, a new ruling was issued which greatly simplified 
the requirements, by permitting the filing of sworn summaries instead of detailed 
schedules. 
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2. If the issuer is a corporation, a certified copy of the charter 
or articles of incorporation and by-laws. 

3. If the issuer is a firm, trust, partnership, or unincorporated 
association, a copy of the articles of partnership, association, or 
trust agreement. 

4. The names, addresses, and prior occupations during a period 
of not less than ten years prior to filing such statement (giving 
details as to time, place, and address of employer and reasons for 
discontinuance of employment) of the officers, directors, or trustees 
of the issuer, if it be a corporation, or of the persons composing the 
issuer, if the issuer be a non-incorporated association. 

5. A description of the nature of the industry engaged in or 
intended to be engaged in and the approximate time when such 
industry was or will be established. 

6. An inventory showing the assets of the issuer. 

7. An appraisement of the assets of the issuer. 

8. A statement in detail of the gross income of the issuer 
and the source or sources thereof, and of its operating and other 
expenses, for a period of twelve months prior to the date of 
filing such statement; or for the period of the existence of the 
issuer if less than two years prior to the date of filing. 

9. A copy of the most recent balance sheet of the issuer, show- 
ing the financial condition of the issuer at a date not more than 
thirty days prior to the date of filing, and giving an analysis 
of surplus account from inception of such issuer. 

10. A copy of the mortgage, trust deed, indenture, or writing 
securing the securities, whereunder the same are issued, if any 
such instruments there be. 

11. A copy of the form of the securities intended to be offered. 

12. A copy of any and all subscription blanks to be used in the 
sale thereof, which subscription blanks shall have printed thereon, 
“These are speculative securities.” 

13. A statement as to the manner in which the securities are 
to be offered and sold. 

At any time, either before or after the filing of such statements, 
the Secretary of State may designate a certified public accountant 
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to make an examination of the books, records, and documents of 
the issuer, and make a report thereof. 

If the statement discloses that any of such securities are intended 
to be issued for any patent right, copyright, trade-mark, process, 
or good-will, or for promotion fees or expenses, or for other intan- 
gible assets, the amount and nature thereof should be fully set forth 
and the securities issued in payment therefor should be delivered in 
escrow to a bank or trust company designated by the Secretary of 
State, under an escrow agreement that the owners of such securities 
shall in the case of dissolution or insolvency not participate in the 
assets of the corporation until after the owners of all other securities 
have been paid in full. 

In case any statement or document filed in the office of the Sec- 
retary of State shall in his judgment be inadequate or not in com- 
pliance with the act, or in case the plan disclosed by such documents 
would in his judgment tend to work a fraud upon the people, or if 
it appears that the documents are false in any material particular, 
the Secretary of State shall apply for an injunction to restrain the 
further sale of such securities." 


II. Provisions affecting dealers in securities: 

When Class D securities are to be sold through a solicitor, 
agent, or broker, a statement must be rendered giving the names, 
residences, qualifications, occupations, and business experience of 
such solicitor, agent, or broker for the preceding ten years. The 
signatures of each and every solicitor, agent, or broker shall be 
attached to such statement. 

Any dealer, or owner, may sell Class D securities only after 
filing in the office of the Secretary of State a statement of the 
amount and description of the securities to be sold by him, the 
maximum price for which they are to be sold, and giving his address 
by street and number, qualifications, occupations, and business 
experience for the preceding ten years. 

An irrevocable contract must be executed by such solicitor, 
agent, and broker authorized to offer or sell such securities, to the 
effect that the issuer will receive in cash not less than 80 per cent 


* Section 24. 
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of the proceeds of the sale of the securities without liability for 
any further expenses or commission. 

So long as any security continues to be offered for sale, new and 
supplementary statements must be filed at the expiration of each 
six months’ period, showing (1) the amount of securities sold, sale 
price, the amount of cash proceeds received therefor, (2) all changes 
in the financial conditions of the issuer or in its management or 
property, accompanied by a copy of the most recent balance sheet, 
which must be not more than thirty days prior to the date of filing. 

Each financial statement, prospectus, advertisement, etc., pub- 
lished or distributed for the purpose of selling securities in Class D 
shall contain the following words in bold-face type: ‘Securities in 
Class ‘D’ under Illinois Securities Law. These are speculative 
securities.” 
~# But it shall be unlawful to make any other reference to the fact 
that the provisions of the law have been complied with. Further- 
more, all such advertising literature shall contain a statement of 
the assets, liabilities, income, and expenses of the issuer, the law 
under which the issuer was incorporated or organized, and the 
names and addresses of all officers, directors, and trustees of the 
company. A copy of such financial prospectus, etc., shall be filed 
in the office of the Secretary of State within ten days after the 
first circulation, publication, or distribution. It shall be unlawful 
to publish or circulate therewith a statement of the earnings of 
other companies engaged in a similar business. 

Under a recent ruling by the Secretary of State, dealers may 
offer and provisionally sell all classes of securities before they have 
been accepted by the Secretary as properly qualified, actual 
delivery of the securities themselves not being made until after 
qualification." 

III. Penalties: 

The penalties attached to the act are severe. Attempts to sell 
securities without full compliance with the provisions of the act 

* The necessity and justice of this ruling are obvious. The process of qualification 
is often long, and if the dealers have to wait during this period before they can solicit 
purchases the securities will be moved to some other part of the country where they 


can find a quicker market; and profit that should normally accrue to the Illinois 
dealers will be lost to them. 
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are punishable, in the case of dealers, with fines as high as $10,000, 
or one year’s imprisonment, or both; and for sale of securities in 
case the issuer is known to be insolvent, when the purchaser loses 
by such sale, $10,000, or five years, or both. In addition, dealers 
who sell in violation of any provision are liable for the full purchase 
price to the purchaser, plus reasonable attorney’s fees; and for 
misrepresentation of the facts contained in the filed statements, 
to a maximum fine of $5,000, or one year’s imprisonment, or both. 

These are the more important provisions of the new law. In 
theory, it combines the principle of classification with an attempt 
to prevent the sale of securities that show evidence of fraud or 
misrepresentation. In practice, it appears to do little more than 
group securities, and to secure some measure of publicity for the 
grouping established. The actual effect of this publicity on the 
purchase of securities is very doubtful. According to the law, 
twenty-five copies of all statements, documents, etc., must be filed 
with the Secretary, and are theoretically accessible to the public; 
but in point of fact the investing class does not seem to be aware 
of,this, and makes no attempt to use this information in passing 
judgment on issues. Moreover, it is only for Class D that a 
statement is required on advertisements and prospectuses, giving 
the state classification of the issue; and, as we shall show later, 
evasion of even this provision is easy. As to prohibition of sale, 
relatively few issues have been forbidden, perhaps because most 
of the questionable securities of the state never come up for judg- 
ment by the Secretary. The explanation of this fact also we shail 
discuss later. 

The law has, at the time of writing, been in operation a little 
over seven months, but already—as was inevitable—various 
technical omissions and loopholes have been discovered in its 
structure.’ They are being gradually remedied by administrative 


No legislative provision was made for stock which, although it had been issued 
and generally accepted prior to the passage of the law, and was thus really qualified 
for Class A, nevertheless was not listed on any exchange. Again, section 37 provides 
that any dealer who makes a sale in violation of any provision of the act shall be 
liable to the purchaser for the amount paid. This clause has already been used quite 
widely to blackmail dealers who by carelessness or inadvertence have technically 
broken the law. 
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action, however, and need not concern us further, although it is 
interesting to note that the number of groups provided for in the 
scheme of classification is already being found insufficient. Instead, 
we shall turn to a consideration of four more general questions: 
the actual effect of the law; the attitude of the public; constitu- 
tional difficulties; and the matter of a more adequate remedy for 
the securities problem as a whole. . 

First as to the actual effect of the law. This question divides 
itself into three parts: the control exercised over dealers and 
issuers; the effect on general industrial development; and finally 
the success of the law in preventing misrepresentation and fraud 
in the handling of securities. The positive, corrective control 
exerted by the law over issuers as such has probably been very 
slight, partly because it is primarily the dealer and not the issuer 
who must qualify; partly because evasion is comparatively easy, 
as we shall show presently; and partly because the law applies to 
only one state: the issuer can sell in the majority of other states 
with no particularly severe restrictions. On the other hand, the 
control maintained over perhaps the majority of dealers is almost 
too strict. The difficulty lies in the fact that the law regulates 
with great minuteness those reputable dealers who announce them- 
selves and apply for qualification, whereas it provides absolutely 
no effective mechanism for compelling questionable dealers to 
qualify. It exactly inverts its supposed purpose; it burdens the 
class that is honest with endless red tape, and guards it carefully 
from law-breaking; while it calmly permits the more dubious 
classes to operate almost without hindrance. 

It is perhaps too soon to pass judgment on its effect upon the 
development of new enterprises, but the first eight months of its 
operation show rather striking results. Of 364 applications to sell 
securities in Illinois 173, or nearly one-half, were refused. Some 
of these refusals were probably made on technical grounds, and 
not all are final, but the large proportion is very significant: they 
cannot all have been made because of an intention to defraud.? 

* From statement appearing in the daily press. 

? The experience of Kansas is also illuminating: of 1,500 applications, hardly 


400 were granted. See W. B. Hale, ‘“‘The New Corporations Act and the Securities 
Law,” Jiinois Law Review (December, 1919), p. 368. 
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This at once raises the whole question of paternalism in govern- 
ment action. The Illinois law, like those in other states, gives to 
a public officer the right to decide what securities shall be sold 
within the state. A discussion of how far this is desirable as a 
general principle is not appropriate here, but two practical difficul- 
ties are at once manifest. First, no sort of standard is established 
for judging the merits of the applicant. The duty of the Secretary 
is to prevent fraud, but the only agent or guide given him is a 
general power of interpretation, and this power, even if constitu- 
tional, is obviously open to serious abuse. Second, the application 
of the principle seems to involve a new definition of fraud. Tech- 
nically there is no fraud in offering for sale securities that no 
reputable banker would touch, if the nature of the offer is truth- 
fully presented; but the actual administration of the Illinois law 
tends to impute fraud to any dangerous enterprise.‘ This con- 
stitutes an extension of paternalism to bounds previously unknown; 
and while it may be in the long run desirable, the immediate effect 
on industrial development has already been very marked. 

The effect upon established banking and brokerage businesses 
has been even more pronounced, and in some directions rather 
disastrous. Because of the cumbrous red tape, expense, and delay 
involved, the law is operating to drive securities away from the 
Illinois markets, for the issuers find it far easier and more profitable 
either to handle their securities by mail, or else not to attempt any 
sales at all in Illinois. The writer has personal knowledge of a 
number of important cases where this has already taken place. 
Moreover, until the recent ruling, given in the summary at the 
end of the section on dealers, the law required the dealer to pay 
his fees and undergo the expenses of qualification before any sale 
could be made, and this frequently in the case of the smaller issues 
wiped out practically all profit. Because of this, and despite the 
new ruling, various large New York bankers have already shifted 
a considerable part of their western business to the eastern markets. 
Finally, the delays incident to qualification often make it impos- 
sible for the dealer to take advantage of a sudden favorable turn of 
the market. It should not be assumed from these statements that 


* Ibid., p. 369. 
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the law is having a disastrous result in Illinois, for many dealers 
and many classes of securities, especially the larger issues, are not 
injuriously affected; Class A and Class B securities are of course 
exempt from the law, and in so far as the dealer handles this type 
of investment alone, the law need not concern him. To those 
handling Class C and Class D securities, however, it is undoubtedly 
causing distinct losses both in time and in money. 

The effect of the law in accomplishing its fundamental object, 
the prevention of misrepresentation and fraud, is, as we have 
already suggested, very doubtful. In the first place, if a fraudulent 
enterprise applies for qualification, the evidence upon which its 
application is judged is, primarily, its own sworn statements, 
which it can falsify at pleasure; and while the penalty for this 
perjury is severe, adequate machinery is nowhere provided for 
checking up on these statements. Second, of far more importance, 
the state has absolutely no means for insuring that a// dealers in 
the state qualify their securities, or that they qualify everything 
they handle. The practical effect of the law on a dishonest dealer 
is little more than that it politely asks him to obey, without attempt- 
ing to enforce the request. This applies with especial force to the 
handling of securities issued by ‘foreign’? corporations—Texas oil 
stocks, for example. Finally, the two agencies by which doubtful 
securities are most commonly disposed of—direct correspondence 
and advertising—do not in practice come under its jurisdiction at 
all. In the one case the federal government exercises some control; 
and in the other, efforts have been made to enlist the Chicago 
newspapers against the acceptance of spurious advertisements; 
but the effect upon the general situation has not been great. We 
can therefore justly say that, whatever its intrinsic merits or 
demerits as a principle, the law is in fact a failure because it 
lacks teeth: it makes rules and establishes penalties, but neglects 
to provide for the comprehensive and vigorous enforcement of 
either. Capable administration is doing what it can to remedy 
this situation, but the fundamental difficulty is in the structure of 
the law itself. 

The second question, which can be discussed very briefly, is 
that of the attitude of the public and of the various interests in 
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the state. The manufacturers and the business class as a whole 
have apparently paid little attention to it, not unnaturally, since 
for practical purposes it does not concern them very directly: 
most of the actual red tape is left to the dealers. The banking 
class, however, still bitterly resents the interference with its private 
affairs which the law, when applicable, entails. Moreover, in 
addition to this direct interference, it places well-known and 
reputable firms of many years’ standing on precisely the same foot- 
ing as the obscure promoter of a fly-by-night scheme, and obliges 
them, for each new issue, to go through precisely the same elabo- 
rate process to qualify themselves. There is of course a great deal 
of justification for the opposition of the bankers; but when analyzed 
it is found to center very largely around the difficulties involved in 
handling Class C securities; the bankers are the first to admit the 
desirability of regulations for the purely speculative group, Class D. 
It is almost certain that when the effect of the recent ruling on 
Class C is fully understood, this hostility will disappear. There 
are three other questions, however, of more permanent difficulty, 
which it must suffice to indicate briefly. First, even the most 
honest promoters do not like to call their schemes “speculative,” 
and their opposition to this clause has been great. Second, the 
proper classification of securities, apparently simple, has already 
caused a great deal of trouble. Finally, the complications in 
dealing with foreign corporations are numerous and puzzling. 
The rules governing them are obscure; there are many conflicts 
of jurisdiction; and the upshot, according to Hale,? is that “no 
corporation will desire to make sales of securities (in Classes C 
and D) under the provisions of this act if it can help it.” So 
far as this is true, hostility on the part of the investing public is 
inevitable. 

The third question is that of the constitutional aspects of the 
law. To date, the problem of personal rights, which might well 
have been serious, does not appear to have come up. In theory it 
is provided that an executive official shall pass upon each issue and 

* The ruling of November 8, 1919, already referred to; it greatly simplifies the 
requirements for qualifying Class C securities. 


2 Op. cit., p. 375. 
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give his consent before a sale can be made, and this would appear 
to be an infringement of the individual’s right to buy and sell 
without restriction in the absence of fraud. As the law is actually 
administered, however, this difficulty has not appeared; the state 
officials have kept well inside the limits of the broad powers prob- 
ably given them, and they do not try to prohibit the individual’s 
acquiring a gold brick if he wishes, provided only that it is clearly 
labeled as such. Nevertheless, it is worth while to note other 
difficulties that may arise, and that have already been the subject 
of litigation in connection with somewhat similar laws in Ohio, 
South Dakota, and Michigan. These laws were charged with: 
(1) violating the commerce clause of the federal Constitution; 
(2) delegating legislative and judicial power to an executive 
official; (3) depriving citizens of liberty and property without due 
process of law. The district courts upheld these pleas, but the 
Supreme Court of the United States “with reference to the due 
process clause, has decided that it will not follow technical reason- 
ing. It waived the objections and put the whole responsibility 
upon the legislatures of the states which passed the laws.”* Ina 
word, it refused to consider the impolicy of a government’s legisla- 
tion. The bearing of this decision on the Illinois law is obvious: 
it leaves the state virtually unhampered by constitutional con- 
siderations. 


We now come to the last problem to be considered: the intrinsic 
merits of the method of attack represented by the Illinois law. Is 
this, after all, the right way to approach the problem? In this 
country, can any law succeed which confines itself primarily to the 
question of the sale of securities to the individual, after they have 
been issued? The Committee on Legislation of the Investment 
Bankers’ Association has just published an interesting view of the 
question, as follows: ‘To the present time such acts as have been 
passed and put into effect have been fundamentally wrong in the 


* Hale, op. cit., p. 372. 


2 Investment Bankers’ Association of America, Bulletin, Vol. VIII, No. 8 (Decem- 
ber 10, 1919), pp. 125-30. 
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way they sought to go about the solving of the problem... . . The 
theory of licensing reputable dealers in investment securities has 
proved to be worse than useless, in that reputable people do not 
need to be controlled, and... . a person already violating the 
law, and subject to criminal prosecution, [will] not be deterred 
from his ways by the placing of one more additional statute on the 
books.” The report neglects to advance any very constructive 
program of amendment or reform, but it is in substantial accord 
with the criticisms we have already offered of the Illinois law: it 
burdens the honest dealer, in practice lets the questionable dealer 
go unscathed, and entirely misses the fields where misrepresenta- 
tion and fraud are commonest and most injurious to the people. 
The writer is inclined to agree with the report just quoted in assert- 
ing that the Illinois law, like all the laws now on American statute 
books, attacks the problem from the wrong end. It attempts, 
primarily, to regulate securities after they have been issued and 
made ready for sale; whereas the only effective form of control 
must be that which is imposed at the source, and which actively 
governs, as none of our laws now do, both the actual issuing of the 
securities and the formation of the corporations themselves. 

The drafting of a constructive plan of regulation is obviously 
beyond the scope of this paper, but it will perhaps be profitable to 
outline briefly the nature of the problem involved. On the one 
hand, we wish to prevent fraud and misrepresentation in the issue 
and sales of securities, and to exercise at least some control over 
the promotion of highly speculative schemes that are almost cer- 
tain to involve the investor in heavy loss. On the other hand, we 
must avoid imposing any very severe burden, either on the further 
expansion of already extant industry, or on the development of new 
and legitimate enterprises. To phrase the question a little differ- 
ently, will the nation lose more from the restriction on industrial 
development imposed by an effective system of regulation than it 
is now losing daily from the purchase of all the thousands of 
questionable and actually fraudulent securities that are flooding 
the markets? Stated in this way, the problem becomes an appar- 
ently simple one of dollars and cents, capable of easy solution; but 














320 JAMES WATERHOUSE ANGELL 


unfortunately no adequate figures are available. Nevertheless the 
national loss from the purchase of wildcat securities is undeniably 
very large, while it is at least possible, if not probable, that loss 
from regulation can be kept very small, and perhaps avoided 
entirely. Many will of course say that, no matter what the loss, 
questionable promotions should be given free rein, as being the 
only way to secure unchecked “legitimate”? developments, as 
giving a desirable form of national discipline, and so on. But this 
policy means continuous loss to the one class which can least suc- 
cessfully endure losses—-the small investor, especially widows and 
older people who have managed to save a little money; and this 
can hardly be made to appear a national benefit. 

We then have two more immediate problems to solve. On the 
one hand, we must devise a plan that will shift the major part of 
the risk of starting and financing new enterprises to the classes 
which can best afford to bear that risk, namely, the larger private 
investors and capital-holders. On the other hand, we must make 
the profession of speculative promotion unprofitable, and preferably 
make it impossible for men to float new schemes, take their profits 
from the actual process of promotion, and then get out, leaving the 
enterprise to its own devices. 

The value of these general aims, as aims, is probably not open 
to serious question. The real difficulty arises over the means to 
be adopted in achieving them. We cannot attempt any practical 
solution at this point, but three things are fairly obvious. First, 
some form of positive and determinative control, consistent with 
national industrial growth, is eminently desirable. Second, the 
basis of this control must be federal, in order to secure uniformity 
and to prevent the leaving of loopholes through variations in the 
laws of the several states. Finally, to be effective, it must be 
imposed at the source; it must embrace not only the sale and 
issue of securities but also the actual formation and early opera- 
tion of the corporations themselves. In other words, it must act 
as a sort of winnowing machine, to sort out the good from the bad. 
The writer is well aware that at the present time, and especially 
to the business class, such a proposal will not be over-welcome; yet 
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the problem is a serious one, demanding a solution in the near 
future. Other forms of control have in this country failed miser- 
ably, and a new departure is clearly indicated. 


Note.—The statements of fact made in this paper, except those actually 
quoted, are based on the results of various interviews secured by the writer 
with Illinois lawyers, investment bankers, and state officials of high rank 
and standing. For obvious reasons these authorities cannot be quoted 
verbatim; the local situation is still too unsettled to make full publicity 
desirable or even possible. 


James WATERHOUSE ANGELL 
UNIVERSITY OF CHICAGO 





AN APPRAISAL OF CARVER’S ECONOMICS*' 


Professor Carver" is a welcome addition to the steadily increasing 
number of economic students who are dissatisfied with the neo- 
classical limitations that have been imposed upon economic theory. 
He has joined the “welfare crowd,”’ his volume being dedicated 
“to all those who care to see their country grow great and strong.” 
Viewing with high scorn the common doctrine that the economist 
should concern himself only with the means of satisfying desires, 
without considering the possible detrimental effects to the race, 
he accordingly deplores the lack of attention that has been given to 
consumption by writers on political economy and remarks that “a 
few students are beginning to discover that consumption is more 
important than production, exchange and distribution—possibly 
more important than all three combined” (p. 11). ‘‘Consumption 
reacts powerfully upon all other departments, particularly upon 
distribution” (p. 455). 


This emphasis upon consumption and upon the concept of wel- 
fare meets with the reviewer’s unqualified indorsement. I have 
always failed to understand why economists should lay such 


> 


emphasis upon “long-run” considerations and then persist in 
counting all things as wealth so long as they momentarily satisfy 
individual cravings, regardless of their ultimate economic and 
social consequences. The narrow definition which makes whiskey 
wealth because it has utility has not tended to commend economic 
analysis to the favorable consideration of those whose interests lie 
in the field of public welfare. There could, of course, be little 
objection to the classical definition of wealth if the economist were 
satisfied to admit at the conclusion of his analysis that it had little 
bearing on problems of long-run economic development or on 
matters of practical statesmanship. But this he is seldom content 
to do. He fancies that, like Adam Smith, he is really concerned 

*Thomas Nixon Carver, Principles of Political Economy. Ginn & Co., 1919. 
Copyright by the author. Pp. ix+588, $1.96. 
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with the wealth of nations. Professor Carver’s square stand 
against the doctrine that utility is synonymous with wealth should 
do much to shift the whole point of view of economic analysis. 

While Professor Carver has formally adopted the concept of 
social welfare in his discussion of consumption, interestingly enough 
he remains elsewhere a good individualistic, neo-classical theorist. 
The purpose of this review is to indicate some of the limitations to 
the theory that finds exposition in Carver’s general analysis, as 
viewed from the standpoint of the welfare concept. 

When the author espoused the welfare concept he fell heir to a 
heavy responsibility, that of squaring his theory of valuation with 
the requirements of his new standard of social utility. It is one 
thing to write a treatise on economics so long as one is willing to 
accept the arbitrament of the market as a final determinant in 
economic affairs, but when one takes as his guiding principle the 
long-run strength of the nation it becomes necessary to subject the 
existing economic organization to the closest scrutiny. One would 
accordingly expect that the author would have constantly in mind 
the fundamental consideration whether and to what extent the 
general system of wealth production and distribution, as organized 
by pecuniary market conditions, promotes the general welfare, and 
whether and in what way this economic organization may be 
modified and improved to meet the ever-changing conditions of life 
in a complex world. 

But throughout his general analysis of value and distribution, 
Professor Carver rarely has these considerations in mind. There is 
no searching analysis of the adequacy of the present economic 
system to promote the ends desired. He accepts, virtually without 
question, market evaluation as a satisfactory guide in the directing 
of human energy. “To set one’s self up as a moral censor, to pass 
judgment on the desires of the people . . . . has generally been 
regarded as undemocratic” (p. 276). ‘The interests of the public 
are expressed quite as accurately on the market and through the 
price list as through the ballot box and the statute books” (p. 572). 
The pursuit of self-interest—except where it injures others, and this 
of course the law should prevent—promotes the public weal, because 
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the individual “must seek his self-interest by useful rather than 
injurious acts”’ (p. 36). 

Do market price and the free play of self-interest, in truth, 
direct our social energy in socially useful ways? Do they insure 
that the nation will grow great and strong? When Professor 
Carver says that self-interest leads a man to do useful things, he 
merely means by useful that which pays. Whiskey is useful (has 
utility) and so are all the luxuries which the author denounces in the 
chapter on consumption as “‘little short of a crime.”’ The truth is 
that market price cannot be a satisfactory guide to production 
where there is a great disparity in incomes. Carver assumes that 
through the price mechanism society induces the production of 
those things which it desires, even though it may not always fully 
realize what is for its own good in the long run. But the price 
system does not necessarily induce the production of the things 
that are socially desired. It merely induces the production of the 
things which are profitable; and these are determined, not by the 
desires of society as a whole, but by the relative purchasing power 
of different income groups. As the disparity of incomes among 
different classes increases, moreover, we stand to have a steadily 
increasing proportion of our energy diverted from the production of 
necessities. The goal of market price is not that of “necessities for 
all before luxuries for any.”” The profit system often promotes 
a diversion of energy from the production of necessities to the 
production of luxuries and of goods that are positively deleterious. 
The profit-making system also leads to the rapid and utterly vision- 
less exploitation of natural resources. The profit-making system 
is, in fact, essentially one where a relatively short-run viewpoint 
prevails; but the promotion of national welfare requires essentially 
a long-run point of view. 

In his discussion of consumption Professor Carver urges the 
necessity of universal and relentless saving, at all times and under 
all circumstances. He urges that we should lead the “austere life,” 
foregoing everything in the way of consumptive goods that is not 
required for efficiency. The greatness and strength of the nation, 
or its competing power in international economics, are measured 
by the excess of production over consumption. “Here is a real 
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Armageddon, the battle field of the nations. . . . a field where 
every nation must sooner or later be brought to the test and made 
to battle for its very existence” (p. 499). This is not the place to 
discuss in any detail the author’s analysis of thrift. It is important 
to indicate, however, that it is in essential conflict with his general 
theory of value and distribution. The author’s method of securing 
high wages, and of eradicating poverty, is to decrease the supply of 
unskilled labor through inducing laborers to acquire high standards 
of living—that is to say, to desire large consumption and a life that 
is anything but austere (p. 395). It would seem that the author 
must either forego high wages or be content with a population the 
masses of which have foresworn the life of simplicity and frugality. 

Professor Carver’s interest theory is a functional one. ‘The 
function of a high rate of interest is to call forth a larger supply of 
capital, for which interest is paid Larger savings may be 
secured either by compulsion (that is by taking a part of the social 
income by authority and setting it aside) or by attraction (that is by 
offering a reward for savings). There is no other possible way that 
has been suggested, even on paper, of accomplishing this necessary 
result” (p. 437). And “‘the productivity of capital decreases, other 
things being equal, as its quantity increases” (p. 426). Thus, if, 
as a result of saving, the supply of capital is rapidly increased, its 
marginal productivity will decline to a point below which the 
reward for marginal saving will be insufficient to induce further 
saving. It is thus automatically checked. But in his preachments 
on thrift, the author entirely ignores this automatic process, and 
forgets that a personal reward is indispensable to saving. Only 
in case people could be induced to save indefinitely without thought 
of interest, by the realization that a hundred years hence their 
nation would in consequence prove strong for the fray, could we 
develop a race that would practice unlimited economy. The 
author shows us in his interest theory that this is an impossibility. 

Carver’s theory of profits is also functional. Where a large 
number of enterprises are needed, the way to get them started is 
“to offer a special inducement to private individuals to undertake 
the new enterprises voluntarily. This is usually done by the 
offer, on the open market, of high prices for the products of the 
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enterprise”’ (p. 443). Thus, even if individuals could be induced to 
save without interest an indefinite volume of funds for investment, 
the entrepreneurs would still find no inducement for creating addi- 
tional capital goods, because a nation of universal savers would not 
be offering high prices for the products of additional industry. 

These are all cases of compartment thinking of the sort that 
characterizes so much of our economic analysis. One thing at a 
time is undoubtedly necessary for purposes of exposition; hence the 
division of economics into the fields of consumption, production, 
exchange, and distribution; hence the eternal “other things remain- 
ing equal’’; hence the largely isolated analysis of the so-called 
applied fields of economic inquiry. But a synthetic analysis of the 
economic system can be adequate only in so far as it envisages the 
economic organization as a whole. Professor Carver’s weakness in 
this connection is by no means unique. He merely chances to be in 
especial difficulties because, having acquired a new point of view— 
that of the welfare of nations—he has as yet failed to appreciate what 
the acceptance of this point of view requires in the way of thorough 
overhauling of his former system of political economy; and, in 
turn, in what ways economic laws which are rooted in a system of 
individualistic pecuniary competition may prevent his new-found 
theories of welfare from making the nation grow great and strong. 

Because of the criticism that has been made by others of Pro- 
fessor Carver’s ‘‘balanced’’ economic system only a brief ref- 
erence to it is permissible here. The author’s solution of the 
labor problem lies in a “‘well-balanced”’ population. 


If there are no more spinners than are needed to supply yarn for the 
weavers, no more of both than are required to combine satisfactorily with other 
groups, no more unskilled laborers than are necessary to work in combination 
with the skilled laborers, no more of both than are necessary to work in com- 
bination with salesmen, accountants, managers, etc., the population is well- 
balanced (p. 408). When this balance is attained, no group will be at a 
disadvantage in the bargaining process; and the labor problem will thus 
virtually be solved. 


The reviewer is inclined to believe that with students of the labor 
problem this sort of analysis will meet with more of condemnation 
than commendation. Granted that the existing industrial system 
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tended to promote such a balanced population, it would hardly 
solve the labor problem; for the labor problem is no longer merely 
a wages question, nor a matter of bargaining position, either indi- 
vidualistically or collectively. It is also a matter of representation 
in the management, direction, and, yes, even in the risks of industry. 
The issue has become one of democratic organization and control. 

The author’s individualistic philosophy finds repeated expres- 
sion. “The prosperity and power of the nation will be assured”’ if 
the government represses destructive and deceptive methods and 
leaves individual initiative free to seek individual interests’’ (p. 53). 
“Under a liberalistic system anyone who can handle a farm success- 
fully can become a farm manager, and ultimately a farm owner, 
as thousands have already done.’”’ ‘Granted ability and per- 
severance a farm hand can always [italics mine] become a farm 
owner”’ (p. 573). Carver not only applies this pioneer economics 
to present-day agriculture; by implication he applies it to industry 
generally. He would permit state interference only in instances 
presumably rare, when an individual’s acts prove injurious to others. 
Under the simple conditions of English life in the seventeenth and 
eighteenth centuries, and under the pioneer conditions of only a few 
decades ago in the United States, an individual, if ordinarily law- 
abiding, seldom performed an act that injured or directly affected 
others. But in the complex industrial world of today interde- 
pendency is perhaps the most striking characteristic. It is the very 
complexity and interdependency of modern industrial activity that 
has forced laissez faire more and more into the background and 
compelled an ever-widening sphere of governmental activity. 
Since the author’s entire system of thought is rooted in a social 
order that has largely ceased to exist, he very naturally continues 
to believe that very little governmental intervention is ever neces- 
sary. 

To Carver’s mind, indeed, there is something singularly inimical 
to freedom in state control, that is, beyond the mere policing 
function. ‘In the case of a despotism a despot exercises com- 
pulsion over the individual; in the case of a democracy it is the 
mass that exercises the compulsion” (p. 573). “Majority rule is 
thus apparently an infringement upon inalienable rights, such as 











328 H. G. MOULTON 


men were supposed to possess in the eighteenth century. Govern- 
ment ownership is also inimical to freedom; for some individuals 
would then be subjected to the necessity of becoming government 
employees” (p. 572). It is apparent, is it not, that one is always 
free when he is working for a private employer ? 

In short, despite his advocacy of social welfare, the author has 
not yet introduced into his general economic theory a social point 
of view. In a world that has become organically collectivistic, 
Carver remains a primitive individualist. He has not yet seen, 
with Roscoe Pound, that “the juristic thinking of the immediate 
past started from the premise that the object of the law was to 
secure individual interests, and knew of social interests only as the 
individual interests of the state or sovereign,” as detached entities, 
and that “the juristic thinking of the present must start from the 
proposition that individual interests are to be secured by law 
because and to the extent that they are social interests... .. 
While individual interests are one thing and social interests another, 
the law, which is a social institution, really secures individual 
interest because of a social interest in so doing.’”* 

Since Professor Carver’s philosophy still runs in terms of pioneer 
individualism, it is not surprising that he should be on the whole 
extremely well satisfied with the economic system. He regards it 
as the embodiment of the accumulated wisdom of the ages, and 
writes that anyone who thinks he can improve it by tampering 
merely reveals his colossal ignorance. He even goes so far as to say 
that there are no evils in the system of competitive production. 
Interestingly enough, Professor Carver’s conclusions are presented 
to the public at the precise moment when the economic organization, 
which resulted from the industrial revolution and the development 
of the machine technique, has reached the parting of the ways— 
when it is literally on trial for its existence. One need not turn to 
Russia for illustration. When so conservative a liberal as the 
premier of England openly advises British labor to be audacious in 
its social views and secure a really new world, one in which the 
control of industry shall be democratized and in which the profit- 


*See ‘‘ Social Problems and the Courts,” in the American Journal of Sociology, 
XXVIII (1912), 331-41. 
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making system shall not be the final determinant of the extent to 
which and the ways in which social resources shall be utilized, it 
would seem to be high time that economic thought took cognizance 
of the world of present-day reality. 


The reviewer recognizes that in the foregoing paragraphs he has 
been repeatedly laying himself open to the grave charge of radi- 
calism, of being among those who would like to see the present 
economic system summarily overhauled. Such an inference, I feel 
impelled to say, would be quite unwarranted, for my intellectual 
conclusions as to the possibility of securing, through revolutionary 
processes, a better social order than the present one, are of a highly 
conservative nature. But I do not believe it is either scientific or 
politic for the economist to make ex cathedra pronouncements that 
the present system is on the whole remarkably efficient, that indeed 
it cannot fail to be the best possible system since it is the result of an 
age-long process of trial and error. We have heard so much of the 
trial-and-error method of social progress that it may not be amiss 
to consider it briefly. Has the method of trial and error been 
directed toward Carver’s goal—that of a well-balanced and powerful 
nation ? 

So far as the mechanism of competitive production is concerned, 
the trial-and-error process has been directed toward making the 
largest possible gains to private individuals over short spaces of 
time, by ministering to individual wants as expressed in market 
prices. It has not primarily been directed toward long-run national 
welfare. Can anyone seriously contend, for instance, that the 
profound social changes that were wrought by the industrial 
revolution and machine industry were a result of conscious human 
direction with a view to promoting an improved social order ? 

In so far as we have consciously attempted to control and shape 
social and industrial development, it has largely been done through 
the agency of common and statute law. The court decisions of our 
time, however, while destined to function in a collectivistic in- 
dustrial system, are still largely rendered by judges who are looking 
over their shoulders at the guideposts of a pre-industrial indi- 
viduzlistic era. Our leading law schools are just now awakening 
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to the need of developing social jurists, as well as practitioners in 
the pathways of tradition, to the end that law may be made relevant 
to the conditions of the industrial age in which we live. Carver 
himself apparently believes that the judicial system is in need of 
thoroughgoing reform, for he says, ‘‘ Many discriminating persons 
are beginning to believe that the judicial branch of our govern- 
ment ... . is less efficient even than the legislative or the execu- 
tive” (p. 175). 

In the case of statute law it can hardly be said that our legis- 
lation has universally been directed toward social ends; a con- 
siderable portion of it, as everyone knows, has resulted from the 
operation of private interests which were using legislation to pro- 
mote individual rather than national ends. Carver says, “‘ Govern- 
ment affairs are controlled by politicians who are no more interested 
in the people than are the trust magnates themselves!’’ Prices 
of trust-made goods are fixed, where there is government control, 
“by the joint action of the politicians and the trust operators” 
(pp. 176-77). Economists and statesmen with a social point of 
view have, on the whole, played a relatively unimportant part in 
shaping the industrial and social structure of the nation.* On the 
contrary, the judiciary, with its face to the past, and the politicians 
and their business associates, with their eyes on the gilded present 
and future, have played a dominant réle in the evolution of our 
present industrial order. 

In the light of these considerations it does not seem to the 
reviewer to be either radical or dangerous to challenge the adequacy 
of the present order to promote the greatest good to the greatest 
number. And, especially, does it appear to be quite unnecessary 
to eulogize the existing economic system as the epitome of social 
wisdom, or to urge that it should not be tampered with by fallible 
human beings. Even if economic teachers should succeed in 
inculcating in that small fraction of the American electorate who 
enjoy the “advantage” of college instruction in economics a 
thoroughgoing admiration of the economic organization of our time, 
together with a wholesome fear of dangerous reforms, we shall not 
thereby prevent tampering with the system. There will only be 


*Some reservation is perhaps necessary for a certain period in English history. 





AN APPRAISAL OF CARVER’S “ECONOMICS” 331 


the greater likelihood of its being tampered with disastrously by 
those who are ill-acquainted with the working of economic forces 
and who have little understanding of the difficult problems of 
social organization and control. 

In contrast with the view that the purpose of a general treatise 
in political economy designed for use in an introductory course is to 
set forth eternal verities and lead the student to believe that the 
present industrial order is about all that human wisdom could 
hope to evolve, may be submitted the view that the primary pur- 
pose should be to reveal the forces that have governed the growth 
and development of the present economic system, to disclose the 
functions of the many different institutions, private and social, that 
are associated with the processes of production, and, as well as may 
be, to appraise from the standpoint of national welfare, the efficiency 
with which the various parts, as well as the whole, perform the 
tasks assigned. If society is to be made to serve the best interests 
of nations and peoples, we shall have to study the system as it is, 
and endeavor to reveal its weaknesses, as well as its points of 
strength, to the end that its glaring defects may be intelligently 
remedied. To do anything less at this period of world-history is to 
foster economic and social retrogression. 

H. G. Mouton 


UNIVERSITY OF CHICAGO 





ECONOMIC IMPLICATIONS IN THE PSYCHOLOGICAL 
DOCTRINE OF INTEREST 


Economists have been drawing heavily upon psychological 
doctrine during the past decade, in the effort, says one, “‘to put 
human nature and human motives into our basic hypotheses.’ 
The list of those most active in this respect includes the names of 
Taussig, Tead, Marot, Veblen. Parker has summarized their 
contributions in the article cited, and has outlined the prospects 
for future developments in this direction. 

Upon reading their works, one would infer that these writers 
interpret the essence of “modern psychology” as a mixture of 
McDougall’s theories of instinct and Freud’s doctrine of suppressed 
desire. If they do not actually assert it, they imply that psychology 
has little else of value to the economist. 

Psychologists deplore this absorption in two small bits and the 
neglect of the great bulk of psychological knowledge. Their 
chagrin is deepened by the fact that the two subjects chosen for 
exploitation are those concerning which, for lack of factual material, 
there is little but speculation. The psychology of instinct is a 
most precarious subject; there is scarcely any psychological theme 
concerning which there is so little settled expert opinion, and 
concerning which opinion is so loath to settle. The same objection 
holds respecting the Freudian hypothesis, a strayling which wanders 
forlornly about outside the orthodox psychological fold. These 
two doctrines, so complacently accepted as bases for economic 
theorizing, fall far short of constituting the essence of the “new 
psychology” and of representing effective starting-points for 
economic theorizing. 

The writer does not mean to disparage attempts to utilize 
psychological facts in the realm of economics. Indeed, one who 
keeps his ear to the ground cannot fail to sense the tendencies 
toward unification of the two interests, and the influences pointing 

*C. H. Parker, “Motives in Economic Life,” American Economic Review, VIII 


(March, 1918), 212-31. 
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toward imminent partnership. For this very reason it is necessary 
to avoid being blinded by the dramatic brilliancy of the McDougall 
and Freudian hypotheses. There are wide reaches of accredited 
psychological doctrine open to economic exploration. There are 
boundless potentialities for experimental psychology in investi- 
gating labor conditions, devising economical methods of production, 
lessening fatigue, determining methods of trade instruction, testing 
trade ability, measuring intellectual abilities—general and specific— 
developing statistical methods for treating personnel problems. 
All these products of the psychological laboratory constitute con- 
tributions to everyday living of immediate interest to the economist. 

It is not our intention here to canvass all the opportunities for 
psycho-economizing, but to call attention to the inadequacy of the 
applications thus far attempted and to cite one application which, 
though neglected, is of vital significance for the solution of some 
pressing economic problems. It is the psychological doctrine of 
interest. We hasten to add that it has nothing to do with the eco- 
nomic concept of the same name. It is a psychological phenome- 
non, defined as: ‘‘the recognition of a thing which has been vitally 
connected with experience before—a thing recognized as old’’; 
“impulse to attend”; “interest naturally arouses tendencies to 
act”; “the attitude of interest is not ‘What is it?’ or ‘Who goes 
there ?’ but ‘What is to be done?’” In these different statements 
of interest there is not contradiction or confusion; merely an 
attempt to denote the many-sidedness of the phenomenon. The 
doctrine has been prominent since the time of Herbart, who regarded 
it as a play of “‘ideational forces,”’ the development of an “apper- 
ceptive mass.”* Herbart’s terminology may be passé, but the 
fact of interest still remains. It may be expressed in ‘behavior- 
istic,” “objective,” or “dynamic” terms acceptable to the most 
captious of ultra-modernists without losing any of its pertinency. 
In common-sense, non-technical phraseology we might call it a 
mode of response to a stimulus, characterized by the recognition 
therein of old elements in a new setting, and by tendencies to attend. 


? Johann F. Herbart, Paedagogsiche Schriften, hrsg. Bartholomaei Langensalka. 
1887. 4. Aufl.; also Johann F. Herbart, The Science of Education (tr. Felkin; 
Boston: D. C. Heath & Co., 1895), pp. 122-99. 
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The root idea of the term seems to be that of being engaged, engrossed,.or 
entirely taken up with some activity because of its recognized worth. 

The etymology of the term inter esse, “‘to be between,” points in the same 
direction. Interest marks the annihilation of the distance between the person 
and the materials and results of his action; it is the sign of their organic union.* 


It is easy to see that so common a form of behavior touches inti- 
mately all phases of practical living. Its importance in education 
has been thoroughly discussed by Herbart, James, and Dewey 
with great benefit to educational theory and practice. A little 
thoughtful consideration will reveal its equally intimate relation 
with economics. 

The first point of application is the process of marketing. All 
persons who have analyzed the sale into its so-called psychological 
stages have recognized one of them to be the arousal of interest 
in the commodity. We cannot pause here long enough to develop 
this idea completely, but we may point out in passing one principle 
of exceedingly practical importance: Interest in a thing may be 
developed by means of extending information about it. Men who 
sell are undoubtedly dimly aware of this principle, for they are 
introducing into their selling campaigns with increasing frequency 
informational disquisitions about their goods. They describe the 
sources of the raw materials, processes of manufacture, ingenious 
methods of using the finished commodity, historical facts about 
the firm or its founders. These devices represent more or less con- 
scious applications of our principle, and have grown apace with 
the increasing effectiveness of selling methods. 

Leaving the unlimited possibilities of applying the doctrine 
of interest to marketing methods, let us pass on to other economic 
implications. One of the most perplexing problems now before 
the public is the relation between the worker and his job. Business 
executives ask, “How can we interest our men in their work so 
that they will work effectively and contentedly?”’ This is only 
one statement of a host of difficulties relating to industrial morale. 
It is practically and theoretically recognized that in order to secure 
the best possible results from a man we must interest him in what 
he is doing. James, with his penchant for expressing such ideas 


* John Dewey, Interest and Effort in Education (Boston: D. C. Heath & Co., 
1913), P. 17. 
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in racy terms, likens the situation to the lowly crap game. “The 
performances of a ‘high’ brain are like dice thrown forever upon 
a table. Unless they be loaded what chance is there that the. 
highest number will turn up oftener than the lowest ?’* In other 
words, if we wish to secure a high grade of work from our employees 
we must load them with interest in the firm and the product. 

Perhaps it is pertinent at this point to inquire, Can the average 
employee become interested in a thing for which he has no spon- 
taneous liking? Many business executives sigh a hopeless negative. 
The psychologist answers affirmatively. James goes so far as to 
assert: 

Any object not interesting in itself may become interesting. ... . / An 
adult man’s interests are almost every one of them intensely artificial; they 
have been slowly built up. The objects of professional interest are most of 
them in their original nature repulsive; but by their connection with such 
natively exciting objects as one’s personal fortune, one’s social responsibilities 
and especially by the forces of inveterate habit, they grow to be the only things 
for which in middle life a man profoundly cares. 

So the business executive may take heart. This fluffy-pated 
salesgirl at the basement glove counter may, if properly aroused, 
become as thoroughly interested in the manufacture and sale of 
gloves as she is in the latest modes of hairdressing. That lacka- 
daisical ledger clerk buried in the sporting page when he should 
be posting remittances may be transformed so that he will be 
equally interested in increasing the collections of the firm. The 
course for the employer to pursue is to start a campaign toward 
the development of interest on the part of the force. This may 
seem contrary to the doctrine of responsibility as usually stated. 
The employer insists that it is the duty of the employee to develop 
his interest voluntarily. But this is not a fair demand. It is 
incumbent upon the employer to offer stimulants to this interest. 
As business executives become aware of the magnificent human 
material just awaiting a galvanizing touch, they will begin to select 
certain bright young people and definitely woo their interests. 

How to proceed is the practical problem. Let us consult our 
psychological prescription again. “Interest in a thing may be 
developed by extending information about it.” In applying this 

* William James, Psychology (New York: Henry Holt & Co., 1890), Vol. I, p. 140. 

? William James, Talks to Teachers (New York: Henry Holt & Co., 1900), p. 98. 
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in industry one would tell the employees many things about the 
business, soaking them in facts to the point of saturation. For 
example, in a textile mill, every employee should be told the facts 
about the invention of the cotton gin, the life of Eli Whitney, the 
different stages in the invention of textile machinery, and the 
struggles of early inventors. 

To inculcate a deep affection and loyalty toward the firm, give 
information about its beginnings and growth. One firm has pre- 
pared a history of the house including biographical sketches of the 
founders and of employees of long standing. This first appeared 
in consecutive issues of the house organ circulating among the 
employees, and was so effective that it was made into a booklet 
for presentation to each employee on his first day of employment. 
Another firm made its history impressive by presenting it dramati- 
cally at one of the regular “get-togethers” of the personnel. 

In imparting this new information and making it interesting, 
one essential must be kept in mind. The new must always be 
stated in terms of the old. James cautions: “Begin with the line 
of . . . . native interests, and offer . . . . objects that have some 
immediate connection with these.”* One old interest that will 
always serve is the money interest. In relating it to the interests 
of the firm the employer must show the employee that as he works 
to increase the profits of the firm he is augmenting his own earn- 
ings directly. The demonstration of this must be apparent, con- 
crete, in terms of the pay envelope, and immediate. Its form will 
depend upon the system of bonus and profit-sharing in operation. 
Indeed, the practice of giving bonuses and shares in profits is 
in itself an application of our formula. Corporation baseball 
teams, bowling leagues, musical organizations, benefit associations, 
and the like have the same basis. 

But to search out the interests of the employee and offer them 
expression is only the prelude. The new bookkeeper may be very 
zealous in playing on the departmental bowling team and still 
lack interest in the output of the firm. Our psychological mentor 
gives further advice: 

Next, step by step, connect with these first objects and experiences, the 
later objects and ideas which you wish to instill. Associate the new with the 


* William James, Talks to Teachers, p. 95. 
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old in some natural and telling way, so that the interest, being shed from point 
to point, finally suffuses the entire system of objects of thought.* 

This means that the institution must be so organized that a con- 
tinuous stream of ideas will flow into the mind of each worker and 
mingle with the ideas already there. Some agency within the 
organization must be held responsible for this. If a corporation 
school is maintained for giving instruction in spelling, history, and 
the like, it may well give courses in industrial history and industrial 
biography. Or the welfare department, research bureau, or house- 
organ department may undertake the work. Its head will be a 
sort of ‘‘morale”’ officer, with duties frankly those of a press agent, 
to propagate information about the firm and its affairs among the 
employees. 

There is still another principle that we may employ in develop- 
ing the interest of employees. Interest in an object may be developed 
by arousing motor activity in its behalf. This principle is habitually 
employed by charitable institutions which choose as members of 
their boards of directors persons whose interest they desire to 
enlist. It is often demonstrated in business, when an employee 
who receives a promotion to new duties suddenly begins to take 
new interest in his work. 

In concluding this application of interest to the maintenance 
of industrial morale we should note that not all the benefits accrue 
to the employer. Ina well-ordered industrial society what benefits 
the employer benefits the worker. And not alone financially; 
the employee gains in all respects. For work done under the divine 
spur of interest affects him as work done without it never could. 
Without it man is a slave, a drudge; with it, a god, a creator. 
Touched by the galvanic spark of interest he sees new significations 
in his work; he relates his job to the stupendous forces driving 
the universe. As his vision enlarges, his appreciation of his own 
task deepens and he labors not as a prisoner, weighted down by 
ball and chain, but as a sculptor lovingly fashioning his master- 
piece. The sculptor conceives and holds in his mind’s eye an image 
of a completed work.? He realizes that to actualize it he must 
* Ibid., p. 96. 

2 Adapted from Dewey, op. cit., p. 26. 
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go through a series of intervening steps, none of them equivalent 
to the end, and everyone of them demanding labor and patience 
on his part. But because he sees their relation to the end, he 
regards them as of great importance, and takes joy in doing them 
well. Each molding of the clay, each stroke of the chisel, receive 
his most painstaking care. All the interest attached to the end 
is attached to each step, which must be done right to produce a 
perfect whole. And so the accomplishment of each detail brings 
inefiable satisfaction, because it represents the end in process of 
realization. 

The doctrine of interest has further significant applications in 
the movements known as vocational selection and vocational guid- 
ance. In order to select employees and to direct the energies of 
young people into profitable vocational channels we must know the 
nature of interest; the extent to which it may be innate and 
acquired; how to test it and develop it. The economic implica- 
tions are unmistakable, but they must be neglected here for lack 
of space. The subject has been treated elsewhere at greater length.' 

To attempt to treat this subject exhaustively would unduly 
extend the length of this paper. Our purpose has been merely 
to call attention to the implications for economic theory and 
practice resident within the important psychological doctrine of 
interest. We have shown these in the processes of marketing, 
labor management, and vocational guidance. 

By this illustrative treatment of a supposedly obscure psycho- 
logical doctrine we hope that we have emphasized the fact that 
there are immense reservoirs of psychological theory and technology 
ready to be tapped by the economist. With the multiplication of 
workers from both fields who are interested in the solution of 
practical problems is bound to come clearer mutual understanding 
and more rapid progress toward the common goal. 


HARRY DEXTER KITSON 
INDIANA UNIVERSITY 


*H. D. Kitson, “Interest as a Criterion in Vocational Guidance,” Educational 
Review, LIL (November, 1916), 349-56. 




















THE KANSAS COURT OF INDUSTRIAL RELATIONS 


On January 24, nineteen days after the convening of a special 
session of the legislature called by Governor Henry J. Allen to deal 
with industrial disturbances, the state of Kansas put into effect 
the Industrial Court Act, which in terms of ultimates provides for 
the compulsory adjudication of industrial disputes. Declaring the 
operation of industries affecting food, clothing, fuel, and transpor- 
tation to be impressed with a public interest and therefore subject 
to regulation, the Act creates a court which takes over the power 
and duties of the Public Utility Commission of the state and with 
additional authority has power to decide industrial disputes, to 
order employer and employees to work; and, if necessary, to take 
over and run such industries as prove disobedient and wilful, and 
to place all refractory individuals in jail. 

The Kansas incident affords a field for close observation to a 
student of labor problems removed by the nature of the case from 
many of the immediate considerations which have caused certain 
groups to align definitely their support with one side and maintain 
a stubborn front. The Court of Industrial Relations of the state 
of Kansas is an experiment. Laboratory material will result. 
Whether the findings will be significant, or whether the experiment 
will be without special import in the history of the relations of 
labor to the state, is a question which cannot yet be answered 
with certainty. 

Certain opinions may be ventured, however, as to the probable 
success of the Kansas line of approach, through considering: (a) the 
scope of the Act itself; (0) the situation in Kansas which discloses 
the motif of the legislation and the forces arrayed for and against 
it; and (c) certain difficulties of procedure and certain variables 
which may interfere with the carrying out of the experiment. 

From the standpoint of expressing the apparent will of its 
authors, the Act is exceptionally well drawn; its content is clear, 
unmistakable. The legislation declares: 

That the operation of industries, employments, etc., is “affected with a 
public interest’? and therefore subject to supervision by the state “for the 
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purpose of preserving public peace, protecting the public health, preventing 
industrial strife, disorder and waste, and securing regular and orderly conduct 
of the businesses directly affecting the living conditions 

That a Court of Industrial Relations be created, consisting of three judges 
appointed by the governor. The first judges appointed are to hold office for 
three, two, and one years respectively; thereafter the appointments are for a 
period of three years. 

That the court upon its own initiative may interfere when it shall appear 
to the court that the controversy may endanger the continuity and efficiency 
of service. 

That if it appears to the court the parties are unable to agree, it is under 
duty to interfere: (@) upon complaint of either party to the controversy; 
(6) upon complaint of any ten taxpayers of the community in which an industry 
is located; (c) upon complaint of the attorney-general of the state of Kansas. 

That the court has power to summon all necessary parties, investigate, 
and make all necessary temporary findings and orders, and, after a hearing, 
to make findings, stating terms and conditions “upon which said industry, 
employment, utility, or common carrier should be thereafter conducted.” 
Also, in case of limitation, or cessation of industry which seriously affects 
public welfare the court can take action to “‘take over, control, direct, and 
operate the industry.” 

Other outstanding features of the Act are the provisions declar- 
ing: the court may order changes in the matters of working and 
living conditions, hours of labor, rules and practices, and assure a 
reasonable minimum wage, or standard of living; the right of 
capital to a fair rate of return; the right of unions incorporated or 
unincorporated to bargain collectively and to be represented by 
men of their own choosing. Provision is made for appeal from 
decisions of the court to the Supreme Court, which shall put the 
appeal first upon its docket, thus avoiding delay, but the appeal 
must be made within ten days. After thirty days have elapsed, 
in the absence of appeal, the findings of the court are absolute and 
may be changed only by agreement of both of the parties with the 
consent of the court, or by order of the court, which will consider 
appeal for revision only after the parties have made a bona fide 
effort to conform to the decision for a period of sixty days and 
have found it to be unjust. The use of the strike, boycott, or 
picketing is forbidden to labor and employers may limit or cease 
operations in order to affect either the wages of the worker or the 
price of a commodity. 
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The penalty provision of the Act states that anyone guilty of 
violating the Act or any valid order of the Court of Industrial 
Relations shall be deemed guilty of a misdemeanor and subject to 
a fine of one thousand dollars or imprisonment in the county jail 
for one year, or both penalties. Furthermore, any officer of either 
corporation or organization who shall wilfully use the power or 
authority incident to his official position with intention to influence 
or impel violation will be deemed guilty of a felony and subject to 
a fine of five thousand dollars or two years in the county jail, or 
both penalties.” 

The doctrine of public interest in the Kansas Act is an interest- 
ing contribution to the constantly growing concept which has been 
creeping into legislation. The scope of the legislation is revealed 
best, probably, by a consideration of section 3a of the Act: 


The operation of the following named and indicated employments, indus- 
tries, public utilities, and common carriers is hereby determined and declared 
to be affected with a public interest (1) the manufacture or prepara- 
tion of food products whereby, in any stage of the process, substances are 
being converted, either partially or wholly, from their natural state to a con- 
dition to be used as food for human beings; (2) the manufacture of clothing 
and all manner of wearing apparel in common use by the people of this state 
whereby, in any stage of the process, natural products are being converted, 
either partially or wholly, from their natural state to a condition to be used 
as such clothing and wearing apparel; (3) the mining or production of any 
substance or material in common use as fuel either for domestic, manufactur- 
ing, or transportation purposes; (4) the transportation of all food products 
and articles or substances entering into wearing apparel, or fuel, as aforesaid, 
from the place where produced to the place of manufacture or consumption; 
(5) all public utilities as defined by section 8329, and all common carriers as 
defined by section 8330 of the General Statutes of Kansas of 1915. 


* But four formal complaints have been filed with the court in the first six weeks 
of its organization, all of which have been made by employees. One complaint 
resulted in the court ordering a general investigation rather than a trial of the specific 
matter complained of, and the decision will be handed down March 29. No attempt 
has been made to enforce any penalties under the criminal provision of the Act. 
To qualify this statement, however, the Act took effect January 24, which was 
Saturday, and on January 26, 450 miners in the southeastern part of the state went 
on a strike—at least, the matter was reported as a strike. Prompt action was taken; 
the attorney-general appeared in the vicinity the next morning with the county 
attorney of that county and proceeded to issue subpoenas and to make investigations. 
The miners all went back to work, and those who appeared before the court to 
testify declared that no strike was intended; they were merely taking an extra 
holiday because of a hard week’s work previous. 
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Although no specific reference is made to such terms as agricul- 
ture or live-stock raising, it is not improbable that the authors of 
the Act intended to phrase it so these two branches of production 
would be excluded. “The words: (1) the manufacture or prepara- 
tion of food products . . . . (2) the manufacture of clothing and 
all manner of wearing apparel . . . . (3) the mining or production 
of any substance or material in common use as fuel . . . . (4) the 
transportation of all food products . . . . coupled with such terms 
as natural state and natural products, seemingly permit the court 
to step in only after the wheat is threshed, the wool clipped, 
and the live stock ready for the market. When the possibilities 
of restriction in production of agricultural products are considered, 
following the trail blazed by certain southern cotton growers and 
tobacco producers, the line seems to be drawn at a questionable 
place from the standpoint of logic; yet it is wholly natural, per- 
haps, that the state of Kansas should exempt agriculture and live- 
stock raising from the doctrine of public interest. There is no 
reason, however, to believe that this fact will undo the law. 
Nothing is more commonly recognized than that the legislature 
does not have to exhaust its constitutional power at one session. 
It may legislate concerning public utilities supplying water and 
not those supplying gas, and it is not obliged constitutionally to 
reform all in order to reform one. Thus the court says: “Regu- 
lations for these purposes may press with more or less weight upon 
one than upon another, but they are designed not to impose 
unequal or unnecessary restrictions upon anyone but to promote 

. the general good.’’* In the Kansas Act the fact that no 
great industrial problem exists in the fields exempted is sufficient 
to sustain the exemption in the law itself. Of this there can be 
little doubt.? 

Aside from an appreciation of the scope of the Act, in order to 
get a proper perspective for analysis it is necessary to review cer- 
tain details in connection with the history of the legislation. It 


* Barbier v. Connolly, 113 U.S. 27. 

2 Connolly v. Union Sewer Pipe Co., 184 U.S. 540, contra; but section 9 of the 
Act which exempted from its operation agricultural products or live stock in hands 
of producer was in disadvantageous form. It regulated al/ and then excluded some. 





THE KANSAS COURT OF INDUSTRIAL RELATIONS = 343 


is obvious that the Act is colored with the impatient thought 
of the present post-war period. Indeed, under more tranquil con- 
ditions it is difficult to conceive of similar legislation evolving for 
some time to come. The mining of coal in Kansas has been at- 
tended with many strikes, the miners around Pittsburg leading 
in an exasperating succession of effort none too well defined in 
purpose or results. The nation-wide bituminous strike brought 
matters to an issue. The state called for volunteers to mine coal. 
Guarded by the Fourth Regiment, Kansas National Guards, vol- 
unteers proceeded to Pittsburgh and through their efforts and 
that of other volunteers Crawford, Cherokee, and Linn counties 
produced about two hundred cars of coal. Later came the settle- 
ment of the national strike. 

Governor Allen saw an opportunity to clinch matters. A 
special session of the legislature was called. The members came 
with determination to make a finished job of it. ‘“‘The radical 
labor,” the governor states, “headed by representatives of the 
four railway brotherhoods, swarmed. They tried first their old- 
fashioned plan of intimidation. They sought to re-enact the 
tragedy of the Adamson Law Then they pleaded 
Then the attorneys for the employers protested . . . . and after 
that these Kansas legislators passed the bill and went home.’ 

The incident is indeed an example of legislative promptness 
and decisiveness. One cannot help wishing, however, that the 
situation had been a little less tense, that there had been a little 
less of the spirit of settling the matter once and for all. Had the 
minds of the legislators been somewhat less blunted by the immedi- 
ate circumstances, it is possible that it might have been clear: 
(1) that there are limits to the implications which some people find 
in the doctrine of public interest, for when, as it frequently happens 
among public utilities, increased wages mean increased rates, the 
public cannot be impartial; and when difficulty arises between 
employer and employee, especially when the doctrine of public 
interest is spread as it is in the Kansas Act, the interest of the 
public is very distant and indefinite as compared to that of the 
worker who is fighting for what he considers his very existence; 


t Article, Saturday Evening Post, March 6, 1920. 





344 WILLARD E, ATKINS 


(2) that American workingmen have had what they consider bitter 
experience with the courts, and the Act might provoke rather than 
curb difficulty; and (3) that the proposed court provides for 
appointment of judges by the governor, who is not bound in any 
way to make it a truly representative group.’ 

Naturally a law of such extraordinary content has aroused 
criticism and defense of the most virulent type. Governor Henry J. 
Allen, who called the legislature in special session to present the 
bill and who sponsored it throughout the proceedings, fought the 
criticism of the four railway brotherhoods and other labor groups 
in his speech on January 5, the opening day of the session, admitting 
that “from all over the state there is coming a flood of protest 
from various union bodies”’ but the critics are those ‘who are not 
concerned in this bill, who do not belong to the essential industries 
affected by it, and who have made absolutely no study of the plan, 
but who are being urged by professional labor leaders to save the 
day.” Frank P. Walsh, who appeared at the public hearings and 
led off with a four-hour speech against the measure, calls it “a 
cat o’ nine tails with which the backs of labor may be lashed,” a 
plain violation of the thirteenth amendment prohibiting slavery 
and involuntary servitude, and Samuel Gompers, in a speech at 
Trenton, New Jersey, on March 14, states that “Governor Allen 
will have to reckon with labor if he lives long enough.” 

Manifestly the Act is contrary to what labor has considered to 
be its interests. Although the Act permits organization and 
recognizes it, declares labor has the right to representation in dis- 
putes and in court through attorneys or other individuals of its 
own choosing, and although a declaration is made affirming labor’s 

‘It is well to note the degree to which the legislation differs from the suggestions 
advanced by the recent Industrial Conference called by President Wilson. - No machin- 
ery is created to further conciliation, to stimulate co-operation. Nor is there any 
provision for one member to represent capital, another labor, and a third the public. 
The court is composed of three men appointed by the governor, the theory being 
that they represent the entire public. These three men at the present time are 
W. L. Huggins, of Emporia, one of the writers of the Act, a lawyer by profession, 
with some experience on the Public Utilities Commission of the state; Clyde M. Reed, 
formerly a railroad mail superintendent and at present editor of the Parsons Sun; 


and George N. Wark, a graduate of the Kansas Law School, who organized a company 
in his home town in Caney, later went to France, and was cited for bravery in action 


in the Argonne. 
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right to a fair wage and decent conditions, and although the court 
does not interfere except where disagreements affect production 
and transportation, still these concessions have not reconciled 
labor, ordinarily, to the degree that labor has felt it could give up 
the right to strike. The experience in this country, the history of 
legislation in England leading up to the British Industrial Dis- 
putes Act of 1906, which places no limitation upon the strike, the 
Canadian Industrial Disputes Act, which makes provision for cer- 
tain strikes to be called legal and has not prevented many illegal 
ones, and the checkered history of compulsory arbitration systems, 
do not suggest that Kansas has a substitute for strikes, or that 
striking may not be an excellent thing to recognize on certain 
occasions. These facts, coupled with an unfortunate failure to 
assure the worker that someone truly represents his interest, do 
not augur well for the Kansas experiment. 

Yet too broad generalizations must not be made. Kansas is 
not a manufacturing but an agricultural state. Labor, on the 
whole, is weak. There is relatively little feeling of class cleavage. 
Although in the neighborhood of Pittsburg some tense feeling 
has existed among the miners, labor problems have been slow to 
grow. Barring action by the brotherhoods or other outside labor 
to test the Act, there is reason to think, therefore, that the plan 
may encounter a certain degree of success. Labor in Kansas 
seemingly has something to gain and little to lose from the Act. 

No one will attempt, of course, to forecast the results of a 
sympathetic strike if led by the United Mine Workers or the 
four railroad brotherhoods of neighboring states. The essentially 
interstate character of transportation would make the situation a 
very difficult one for the Court of Industrial Relations to control. 
Likewise, it is unsafe to prophesy what the United Mine Workers 
may do. According to Kansas City press dispatches, Kansas 
miners meeting in Missouri on March g passed a resolution pledging 
to Alexander Howat, president of district No. 10, their support “at 
any time he may see fit to call a strike,” and on March 12 adopted 
an amendment to their constitution placing a fine of fifty dollars 
upon any member who appeals to the Industrial Court over the 
heads of district officials, and a fine of five thousand dollars upon 
any district official who appeals a case. 





346 WILLARD E. ATKINS 


Further uncertainties as to the success of the Kansas Act are 
introduced by the imperfect consideration of past experience, due 
possibly to the haste with which the Act was written. On the 
whole the Act is strong, exceptionally so; but there are some 
weaknesses in drafting. ‘Thus section 12, for instance, provides: 

. . . . Incase of such proceedings in the Supreme Court by either party, 
the evidence produced before said Court of Industrial Relations may be con- 
sidered by the said Supreme Court, but said Supreme Court, if it deem further 
evidence necessary to enable it to render a just and proper judgment, may 
admit such additional evidence in open court or order it to be taken and tran- 
scribed by a master or commissioner 
If the Supreme Court refuses, as it may under the provisions of 
the Act, to accept as final the evidence before the Court of 
Industrial Relations and reopens the case to new evidence, the his- 
tory of the experience of the Interstate Commerce Commission 
with the United States courts prior to 1906’ may be repeated, 
wherein both shipper and railroad “‘came to regard the proceed- 
ings before the Commission as merely a formality to be observed 
prior to conclusive adjudication of the matter by the courts,’” 
and the Commission, compelled to render a decision upon imper- 
fect evidence, was liable to a review upon the basis of entirely new 
testimony. In the end this means not only duplication of effort, 
but it means that a court of law, not an administrative body, ill 
equipped to secure information on the multifluid aspects of indus- 
try, becomes the real governing body. It is possible that if the 
Supreme Court of the United States had had as much confidence 
in the Interstate Commerce Commission in 1888 when the first 
appeal was made as it has today, it would not have started pro- 
ceedings de novo. The Supreme Court of the state of Kansas 
may not repeat this history; the Act is weak, however, in not fore- 
seeing and providing against the possibility. 

In reading the Act the query in the minds of many will be: 
What of its constitutionality ? An examination of the Act dis- 
closes any number of places where it may be placed in jeopardy 

* The law of 1906 amended section 15 of the Act to Regulate Commerce of 1887. 

? Ripley, Railroad Rates and Regulation, p. 462. 

3 Kentucky and Indiana Bridge Case, 37 Federal Reporter 567. 
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if the right kind of a case can secure a hearing before the Supreme 
Court of the United States. Consider a part of article a, section 3, 
already given in full. The industries declared to be affected with 
a public interest are: 

1. The manufacture or preparation of food products whereby, in any 
stage of the process, substances are being converted either partially or wholly, 
from their natural state to a condition to be used as food for human beings. 

2. The manufacture of clothing and all manner of wearing apparel in 
common use by the people 

3. The mining or production of any substance or material in common 
use as fuel 


It will be noted that clothing, wearing apparel, and fuel have the 
qualification ‘‘common use,” while food has not. By implication, 
then, it would seem that the doctrine is unrestricted in the field of 
food manufacture and preparation and that the making of ice 
cream and salad oil in Kansas is impressed with a public interest. 
Nor is this all. Clause 2 extends the doctrine to the manufacture 
of clothing and all manner of wearing apparel in common use by 
the people. If the people of Kansas wear neckties, the doctrine 
attaches to neckties also. 

It is commonly recognized, of course, that no state law can 
interfere arbitrarily with private business, and the mere fact that 
this law declares such items as have been mentioned to be subject 
to the supervision of the state for the purpose of guarding relation- 
ships “directly affecting the living conditions of the people of the 
state” does not close the matter. A reasonable relationship must 
be shown. 

These illustrations disclose the all-inclusive nature of the Act, 
which is unfortunate in one respect, at least, that it makes possible 
appeal on the most trivial of cases. Under the Act it would seem 
possible to appeal case after case to the Industrial Court on the 
most flimsy of grounds, although it is true that the court has 
some discretion in determining whether it will take the matter up 
for review and investigation. Suppose, however, ten boys deliver- 
ing packages for a large retail store should appeal to the court for 
higher wages, and an increase of ten cents an hour is granted. If 
appealed to the Supreme Court it is possible that there would be 
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those who would hold the law to be a genuine experiment to solve 
a real industrial problem and would rule that it cannot be said to 
be arbitrary and unreasonable. The degree to which certain so- 
called rights are being subjected to conceptions of public policy 
is well illustrated in the following: 

. . . « The placing wholly on the employer of the financial risk of injury 
through conditions of the industry is no more unreasonable than the rule of 
the common law which placed it wholly on the employee. 

. .. . If a business is unsuccessful, it means that the public does not 

care enough to make it pay. If it is successful, the public pays its expenses 
and something more. It is reasonable that the public should pay the whole 
cost of producing what it wants, and a part of that cost is the pain and mutila- 
tion incident to production. By throwing the loss upon the employer in the 
first instance we throw it upon the public (but only those who consume the 
particular goods burdened) in the long run, and that is just.? 
Yet the doctrine of public policy is not without limits and the 
court is in a position to quote, if it sees fit, decision after decision 
to the effect that the Act violates constitutional guaranties clearly, 
unmistakably. 

There is no reason, however, to think that the present Act will 
not be amended from time to time as experience points out its 
imperfections; nor is there reason to believe that if it is declared 
unconstitutional, no further attempt will be made to bring legis- 
lation more actively to bear upon problems of labor and production. 
It is not possible to conceive of the present Act as anything but a 
first step; whether in the right or wrong direction is not yet 
wholly clear. There are possibilities in it. At least, if it is in 
the wrong direction, the experiment will confirm somewhat the 
views of those who believe that, though the field is a proper one for 
legislation, the approach ordinarily should not be with the idea of 
taking away the right to strike from labor or the right to lockout 
from the employer, but with the idea of equalizing the situation, 
of removing confusion and uncertainty as to the status of the law, 
and of placing emphasis upon mediation and conciliation, through 
providing machinery for facilitating such achievements. 

* Arizona Copper Company v. Hammer (1919), 39 Sup. Ct. 553. 

Justice McKenna (minority) puts the opposing issue with equal clarity: ‘There 
is, I think, menace in the present judgment to all rights, subjecting them unreservedly 


to conceptions of public policy ” Tt is the fight of a man with his back to the 
wall, appreciating that he is representing a losing concept. 
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ADDENDUM 


Since this article was placed in type, the first decision of the Court of 
Industrial Relations which was handed down March 29 has been received. 
The complainants were the State of Kansas on the relation of Richard J. 
Hopkins, attorney-general, W. J. Price et al., and the respondents, the Topeka 
Edison Company, which markets electric current for heating, lighting, and 
street-car service in the cities of Topeka and Oakland, Kansas. Although 
the complaint originated with the attorney-general, speaking for local union 
number 840, which has a membership of approximately forty, the Topeka 
Edison Company, in its reply submitted the issue and welcomed “the good 
offices of the court in a judicial determination of that which is equitable and 
just.” The controversy became, therefore, for all practical purposes, a volun- 
tary submission by common agreement of the dispute between the parties. 

In determining the proper wage to be given, the court took into considera- 
tion the factors written into the recent railroad legislation by the Congress of 
the United States. They were: (1) the scales of wages paid for similar kinds 
of work in other industries; (2) the relation between wages and the cost of 
living; (3) the hazards of the employment; (4) the training and skill required; 
(5) the degree of responsibility; (6) the character and regularity of the 
employment; (7) inequalities of increases in wages or of treatment, the 
result of previous wage orders or adjustments. To these the court added 
another item, namely: (8) the skill, industry, and fidelity of the individual 
employee. The purpose of the last item was to take into consideration the 
almost universal complaint of inefficiency and lower production in the various 
lines of industry. 

In the opinion of the court, which is written by Judge Huggins and assented 
to by his associates, the following argument was brought forth: 

“The evidence in this case is very voluminous and covers a wide range of 
facts and conditions. There is very little conflict in it. The evidence shows 
conclusively that the workers who are represented by the individual com- 
plainants are skilled workers; that they have been employed, in most cases, by 
the respondent for a considerable length of time; that they have had sufficient 
experience and have acquired sufficient skill to be called “first-class” workers. 
The work in which they are engaged is hazardous, owing to the fact that they 
are compelled, at times, to handle wires carrying 2,300 volts of electric current. 
One death has occurred in recent years and several serious accidents have 
taken place caused by workers coming in contact with “hot” wires. The 
evidence shows that many life insurance companies refuse to insure workers 
engaged in this line of work, and that many others, although accepting the risk, 
require a larger premium. The evidence also shows that it takes from three to 
four years’ study and experience to fit persons to become first-class linemen. 

“For several years prior to 1916 workers of this class employed by the 
respondent were paid a daily wage of $2.75. In 1916 the wage was increased 
to $90 per month on the basis of a 26-day month and a nine-hour day. In 
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May, 1019, another increase was granted whereby these workers received 
sixty cents per hour for a basic day of eight hours, with time and a half for 
overtime and double time for Sunday work. 

““A controversy has recently existed between the respondent and the 
employees in regard to the eight-hour day. It seems that the employees are 
required usually to report for work at the storehouse of the respondent, where 
they gather up their tools and such material as they may need to use for the 
day’s work, place it upon a truck, and proceed to the location upon the lines 
of the respondent at which they are to begin work for the day. Heretofore, 
time has begun when the men arrived at the point on the respondent’s lines 
at which they were to begin work, and they have not been paid for the time 
which they spent in the storehouse collecting their material and tools, or for 
the time spent on the way from the storehouse to the job. During the progress 
of the trial, however, the workers agreed to share equally with the company 
the time spent within, or in going to and from, the storehouse—the men to 
have credit for “two ways” and the company to have credit for “two ways.” 
This proposition, in open court, was accepted by the respondent’s manager 
and is therefore no longer a matter of controversy. The fairness of the propo- 
sition appeals to the court. 

“Prior to the year 1919, the workers were able to live and support their 
families reasonably upon the wage which they received. The evidence clearly 
shows what is a matter of common knowledge—that the cost of living has 
increased to an enormous extent and that a considerable increase has occurred 
within the past year. Speaking approximately, the price of food had increased 
by November, 1919, over November, 1913, 100 per cent; clothing, 155 per 
cent; and furniture and furnishings, 156 per cent. The evidence also shows 
that decently habitable houses in the city of Topeka rent for from 30 per cent 
to so per cent more than they did a few years ago. It is only fair, however, 
to state that the evidence shows a slight decrease in the price of some food 
products within the last month or six weeks, and it is hoped that there will be 
a further decline in these unprecedented and exorbitant prices. 

“While the scale of wages for this kind of mechanical work at Topeka 
is only $4.80, at Wichita and Kansas City, Kansas, it is $6 per day. The 
same class of work in the building trades in Topeka is $7 per day and at other 
places somewhat higher than that. The evidence shows, however, that while 
the employment of these outside linemen is practically continuous, the inside 
or building tradesmen are engaged in work which is more or less seasonal in 
its character and not continuous. The outside linemen—first-class men, 
such as the complainants—at Abilene get 60 cents per hour; at Leavenworth, 
$90 per month; at Lawrence, 42 cents per hour; at Manhattan, $110 per 
month; at Junction City, 42 cents per hour; at Pittsburg, 60 cents per hour; 
at Atchison, 60 cents per hour. These are smaller towns where fewer men are 
employed and are probably not as comparable with Topeka as are Wichita and 
Kansas City, both of which are approximately the same-sized town as Topeka. 
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“A living wage may be defined as a wage which enables the worker to 
supply himself and those absolutely dependent upon him with sufficient food 
to maintain life and health; with a shelter from the inclemencies of the weather; 
with sufficient clothing to preserve the body from the cold and to enable per- 
sons to mingle among their fellows in such ways as may be necessary in the 
preservation of life. But it is not a living wage only which this court is com- 
manded by the people of this state to assure workers engaged in these essential 
industries. The statute uses the word “fair” and commands us to assure to 
these workers a “fair” wage. What is a fair wage? Upon this subject, of 
course, there may be a great variety of opinions expressed. It seems safe to 
say, however, that the circumstances enumerated above should be considered 
in arriving at a conclusion as to what constitutes a fair wage. The skilled 
worker, in fairness, should have a higher wage than the unskilled worker. 
The worker who has spent years of time and effort in preparing himself for a 
peculiarly technical line of work is entitled to greater consideration from the 
public than the more unskilled worker. The hazards of the employment 
should also be noted and the worker engaged in such an employment as that 
under consideration should receive a higher wage than his fellow who may be 
engaged in a safe occupation. The degree of responsibility placed upon the 
worker is a matter of importance. The continuity and regularity of the 
employment should be considered, for it is apparent that an employment 
which is seasonal in its nature must have a higher wage than one in which 
regular, steady work is offered, because, after all, it is the annual earnings that 
are to govern rather than the daily wage, in many instances. By no means 
the least important consideration should be the industry and fidelity of the 
individual, for the worker who is faithful to his trust and is industrious, work- 
ing to the best of his ability in the interest of his employer, is entitled, as a 
matter of right, to a greater reward than the worker who thinks only of his 
wage and not of the interest of his employer and of the public who are directly 
affected by his labors. Perhaps more important than any other circum- 
stance, hawever, is the relation of the wage to the cost of living. 

“In view of all the matters heretofore stated, the court finds that the 
agreement made in open court with regard to a division between the complain- 
ants and the respondent of the time taken at the storehouse, and between 
there and the job, is a fair and reasonable practice and regulation and should 
be enforced as stated herein. The court further finds that the wage paid by 
the respondent to the complainants is unreasonably low and is not a fair wage 
to be paid to these complainants and other workers similarly situated and 
employed by the respondent because of the present unprecedented cost of 
living and other facts and conditions herein stated; and that a fair minimum 
wage to be paid the complainants and others similarly situated and employed 
by the respondent at this time is 67} cents per hour on the basis of an eight- 
hour day, time and a half for overtime, and double time for Sundays. The 
court further finds that said rules and practices and such minimum wage 
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should be instituted on the first of the ensuing calendar month and should 
continue for a period of six months thereafter unless changed by agreement 
of the parties with the approval of the court.” 


The decision of the court disclosing the great difference in wages paid in 
different localities to linemen suggests possibilities for those engaged in similar 
work who are below the wage-level awarded. It seems probable that other 
linemen will have their day in court. As different cases come up similar 
follow-the-leader tactics may ensue, driving toward standardization—possibly 
a wholly desirable result. Private businesses, however, are likely to react 
somewhat differently from public utilities. Their so-called rights have been 
less restricted and they cannot put forward pressure for increased returns as 
public utilities can for increased rates. Net profits may fall. 

Moreover, the right of capital to a fair return and the right of the worker 
to a fair wage are recognized. There are probably some industries which 
cannot pay a fair wage and continue to meet competition. What if both a 
fair return to capital and a fair wage to the worker are not possible ? 

The court has several problems to study. What is a fair wage? Is it, 
as labor says it is, in court application, the average wage paid for similar 
work in other communities, or does it recognize, as a working hypothesis, the 
right of the worker to a rising standard of living ? 

What is a living wage? Does it presuppose that the man should have a 
family ? Will it take a family of five as a model, three children to replace 
population and permit a slight increase? If three children, will it allow for 
three under working age? Not one in seven families conforms to this standard, 
yet most families pass through it at some stage. Should the mother and 
children be free from outside work? Will the level be high enough to permit 
schooling ? some recreation ? insurance? etc. There is no end to the questions 
which might be asked; nor are these questions either new or confined to 
Kansas alone. They are commonplace. The only uniqueness lies in the fact 
that the Court of Industrial Relations, following compulsory arbitration which 
aims to forbid industrial strife and protect the public, carries with it an obliga- 
tion to seek the answer to problems which are legion. 

The present decision is not wholly clean-cut upon these matters; it is not 
to be expected. They are exceedingly minute, elusive; and standardization 
has some disadvantages. Governor Allen has pointed out that when employer 
and employee get together to settle matters after a strike, or even before, the 
agreement is commonly a compromise and hence not a basis for justice or 
future peace. Have we a more definite basis or working principle to guide 
the instrument he has sponsored, the Kansas Court of Industrial Relations, 
than the judicious use of the spirit of compromise ? 
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